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“Tax Fraud: What the Practitioner 
Needs To Know To Protect His Client” 











PRACTITIONER’S GUIDE NO. 3 FOR LAWYERS & ACCOUNTANTS 


A new climate surrounds prosecution of fraud cases since the Supreme 
Court’s famous net-worth cases. 


Most practitioners rarely handle a tax fraud case—or ever expect to. 
But every tax man should have a speaking acquaintance with tax fraud 
my Se 
for two reasons: 


1. The IRS may charge (or suspect) fraud when you least expect 
it; and 

2. Protecting your client demands that you do the right thing 
from the very first. Early action is critical. You have to know; 
there’s no time to look it up. 


This Practitioner’s Guide No. 3 is intended for the average lawyer and 
accountant—not the fraud specialist. It gives you the ground rules: 
what to do, what not to do. This is a concise, easy-to-read monograph 
written by the country’s best-known specialists in tax fraud. It is 
prepared expressly to help practitioners who have had limited ex- 
perience with fraud and negligence to gain orientation in this difficult 
subject. Note, however, that this is not an elementary handbook. It is 
a sophisticated, thoroughly documented summary for professionals. 
Included are short summaries of the significant cases on fraud and 
negligence during the past two years. 6 x 9 in., 96 pp., $2. 


“Tax Fraud...’ covers 
these important 
questions 


* How to deal with agents—regular and | 
special } 
| 


* When are records protected in hands of 
lawyers? accountant? 


* Is mere large understatement proof of 
fraud 


* How far must Govt. go in disproving | 
taxpayer’s net worth explanation 


* What is liability of corporate officer for 
false corp. return 


* Is fraud ruled out if full facts are dis- * 
closed. 


P | 
* When to cooperate with agent | 


* Are taxpayers records public under the 
“required records” doctrine 


* Who is protected by Fifth Amendment: 
taxpayer? witnesses? Must the Agent 
warn you “this is a criminal case’? 


* What communications are privileged? 
* What records can the agent subpoena 


* How can accountant avoid compulsion to 





testify against client 
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which has been published in| Tm How to organize the close Everyday tax planning to 

J I l I 8 

OURNAL O! AXATION In recent months. . ee e = . 

4 ; corporation to minimize taxes ine ; ily’s 

Each Guide includes interpretative at ( I ‘ 1)” “ increase the family s b 
: . 18e . . 

ticles, summaries of current court deci oreo spendable iutcome . 
sions and Revenue Rulings affecting that Here is a handbook which presents, in consolidated, - : : 

; . . ; , easy-to-work-with form, the important material on This handbook deals with the widespread problem 

subject, plus comment by THE JouRNAL’s tax aspects of the close corporation which has ap- of arranging the family’s affairs to minimize taxes 
editors. The purpose is to bring together peared in The Journal of Taxation up to September This is “lifetime” planning, not “estate planning’ 
. ; 1957. though the latter is touched on. Of particular use to 
in a handy, low-cost handbook all a 


practitioner needs to orient himself on 
the current picture of that subject. It is 
intended to eliminate hours of searching, 
looking up, gathering together from 
diverse sources, the material needed to 
get the current picture. 

Editor of The Practitioner's Guide 
McCormick, LL.B., 
CPA, technical editor of THE Journat 


OF TAXATION. In 


series is Eleano1 
iddition each guide 
will be specially edited by the depart- 
ment editor of THE JoURNAL concerned 
with that subject. 


ANSWERS THESE IMPORTANT QUESTIONS: 

* How to handle thin incorporation since Putnam and 
Gooding. 

* How to set up the close corporation. 

* How to get money out at minimum tax cost. 

* Should you use more than one corporation. 


* How to advance money and get it back at least tax 
cost. 


* Should you acquire a loss corporation. 


* How to guard against the collapsible corporation 
trap. 


* Advantages of the corporate form of tax purposes. 
And many others. 


A MUST FOR ALL USERS OF GUIDE No. 1 
96 pages, 6 x 9 inches, paper cover. $2 per copy 


practitioners with wealthy clients, it is also useful) 
in minimizing taxes for those of modest means 
Many good ideas. Subjects covered include: 


Short-term trusts Charitable contributions 


Joint tenancy Private foundations 
Divorce arrangements Use of E Bonds 
Variable annuities Life insurance 
Gifts to minors 


Inter-family debts 
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} 
¥ 
Drafting techniques 
. and others 


144 pages, 6 x 9 inches, paper cover, $2.95 per cop) ) 


ORDER FROM: The Journal of Taxation, Inc., 147 East 50th St., New York 22. Write number of each item wanted 
on your letterhead, attach check, and mail. 
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Casale reversed: cor porate insurance not 


dividend to controlling stockholder 


by EDWIN M. JONES and JOHN F. GLEASON 


Close corporations that have insurance 


fund deferred compensation and stock 


retirement agreements have been greatly worried by recent cases taxing the pre- 


mium payments as dividends to shareholders. 


is analyzed here by Messrs. Jones and Gleason. 


The reversal of one of them, Casale, 


They see in the Second Circuit’s de- 


cision a return to correct principles in determining the tax effect of these agree- 


ments and conclude that abandonment of carefully established plans on the basis 


of the Prunier and Saunders lower court opinions, now on appeal, is unwarranted. 


- UnitTeD STATES Court of Appeals 


for the Second Circuit has just hand- 
unanimous decision in Cas- 


the 


ed down a 


ale! which reversed Tax Court's 
holding and clarifies the tax law with re- 
spect to the purchase of insurance to 
fund deferred compensation and _ stock 
The 
Appeals held in Casale that under a 


retirement agreements. Court of 
typical deferred compensation arrange- 
ment, premiums paid by the corpora- 
tion for an insurance policy owned by 
it on the life of a 98% 
ployee are not taxable to the stockholder 


as constructive dividends. By so holding, 


stockholder-em- 


the court has halted an unsound, con- 
trary trend of the law which was ini- 
tiated by the Tax Court in Casale," 
fueled by the Tax Court in Henry E. 
Prunier® and followed by the District 
Court of Utah in Sanders v. Fox.4 


In the Casale case, the taxpayer-stock- 
holder owned 98% of the stock of the 
The 
board of directors, consisting of himself, 


corporation bearing his own name. 


his daughter and one employee, author- 
ized the deferred com- 
he 
was to receive a monthly retirement in- 


execution of a 


pensation agreement under which 
A certain sum was to be 
paid to a person named by him if he 


should die before 65. 


come at age 65. 


His rights under 
the agreement would be lost only “if he 


left the employ of the company against 
its wishes” which were obviously his 
own wishes, or if he accepted employ- 
ment from any competitor of the cor- 
poration subsequent to retirement with- 
out the consent of the corporation. His 
rights under the agreement were affirma- 
tively protected by a provision that he 
would be deemed as continuing in the 
employ of the corporation until 65 if his 
employment were in fact terminated (1) 
by the corporation without fault on his 
part; (2) because of the corporation’s in- 
solvency; or (3) because of any wrongful 
act or default on the part of the corpora- 
tion. 

On that the deferred 


compensation agreement was authorized, 


the same day 
a retirement income policy was pur- 
chased by the corporation from an in- 
surance company in accordance with the 
board’s resolution. The corporation be- 
came the owner of the policy in all re- 
spects, and at all times was entitled to 
exercise all rights and to receive all bene- 
fits under the policy. The policy pro- 
vided exactly for the retirement income 
benefits payable by the corporation to 
the employee under the deferred com- 
pensation agreement. 

On these facts, 


the Tax Court disre- 


garded the corporate entity and con- 
cluded that the stockholder-employee’s 


interests in the deferred compensation 
agreement were to be considered as vest- 
the 
result that the premiums were taxed to 


ed for all practical purposes, with 
him in the year in which they were paid 
by the corporation. 

The Court of Appeals addressed itself 
immediately to the Tax Court’s conclu- 
sion that the corporate entity was to be 
disregarded, and through Judge Hincks 
stated its disagreement in the following 
terms: 

“Despite the use of ‘sham’ and other 
phrases to characterize the particular 
transaction under review, the 
does not indicate any contention by the 


record 


Commissioner that the corporation it- 
self is a sham or alter ego for all pur- 
poses. If such were the situation the cor- 
porate shell would be disregarded for 
tax purposes. .. . It is clear that we are 
here concerned with a corporation ac- 
tively engaged in the business of manu- 
facturing coats in New York City, which 
had been in existence over two years 
when the agreement was entered into. 
“The finding of ‘sham’ in this case 
was based solely upon the fact that the 
controlling shareholder could direct the 
activities of the corporation and did so 
by expediting the corporate formalities 
and the 
There is absolutely nothing else 


voting himself benefits de- 
scribed. 
in the record indicating ‘sham’ or a 
lack of 


Then, 


t= 


‘bona fides.’ ”’5 
after discussing another case, 
the court flatly stated: 

“The case at bar is even a clearer one 
for not disregarding the corporate en- 
tity. Here the contract does not require 
payment over of the proceeds of the pol- 
icy: the corporate obligation will be sat- 
isfied by funds from any source.’6 


No immediate economic benefit 


The Court of Appeals then considered 
the Tax Court’s conclusion that the 
stockholder had received an immediate 
economic benefit taxable in the year in 
which the premiums were paid by the 


corporation. Again, the Court of Ap- 
peals tersely disagreed with the Tax 
Court, stating: 

“We think this conclusion demon- 


strably incorrect. Even after the corpora- 
tion purchased the policy the taxpayer 


' Casale, Docket No. 24476, p. 2253-63 of official 
court opinion (2d Cir. 1957). 

2 Oreste Casale, 26 TC 1020 (1956). 

328 TC No. 4 (1957). 

*149 F. Supp. 942 (DC Utah, 1957). 

* Casale, Docket No. 24476, supra, at 2258, 9. 

® Idem, at 2262. 7 Idem, at 2259-60. 

5 Idem, at 2263. 

® See Lawthers, Weakness in Casale Decision: In- 
solvency Could Destroy Benefit to Owner-Em- 
ployee, 5 JTAX 342; Lawthers, Prunier Offers 
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still had nothing more than a contract 
right to his deferred compensation. At 
most, the policy indicated to the tax- 
payer what method the corporation had 
chosen to enable it to live up to the con- 
tract obligation. The policy itself did 
not inure to the taxpayer’s benefit nor 
him. If 
monthly 


was it earmarked for business 


retire- 
ment payments could have been made 


warranted, taxpayer's 
from general cash or a special reserve 
fund. The economic benefit to taxpayer 
was not in the form of a $50,000 life in- 
surance estate, as such, but rather in an- 
other new corporate asset upon which 
he or his executor might levy if the cor- 
poration should default on its contract- 
ual obligation. 

“In any event, there is no warrant for 
for at 
best it was only tentative. Despite the 


calling the benefit “immediate” 


Commissioner's efforts to show the illu- 
sory nature of the forfeiture conditions 
of the contract (e.g., voluntarily leaving 
the the 
wishes of the corporation) we believe 


corporation’s employ against 
that the corporation’s insolvency would 
have terminated forever taxpayer’s in- 
terest in the policy (if, indeed, he ever 
had any interest).’’7 

Finally, the Court of Appeals sum- 
marized its views on the necessity of find- 
ing an immediate economic benefit and 
not disregarding the corporate entity in 
the following succinct fashion: 

“We have seen that taxpayer has re- 
ceived no immediate personal benefit 
from the corporate purchase of the pol- 
icy. We have been cited to no case or 
legislative provision which supports the 
proposition that the entity of a corpora- 
tion which is actively engaged in a com- 
mercial enterprise may be disregarded 
for tax purposes merely because it is 
wholly owned or controlled by a single 


person. Reversed.’’8 


Casale’s significance 


The Casale case clearly supports the 
conclusion that insurance may be bought 
and owned by a corporation to fund a 
deferred compensation agreement with 
any employee, even though the employ- 
ee owns all of the stock of the corpora- 


tion, without resulting in taxation of 


the premiums paid by the corporation 


No Threat to a Sound Insured Buyout Plan, 7 
JTAX 2; Taylor and Maier, Sanders Case Again 
Emphasizes Care Needed in Agreements Funded 
by Insurance, 7 JTAX 68; Mannheimer and 
Friedman, Stock-Retirement Agreements — The 
Prunier and Sanders Cases. 35 Taxes 567 (1957); 
Steinberg, Funding Stock-Redemption Agree- 
ments with Life Insurance, 35 Taxes 669 (1957); 
Swados, Death and Nonsense: The Decline and 
Fall of the Buy-Sell Agreement. 26 Fordham 
Law Rev. 189 (1957). 


Tax planning and business management + 


to the stockholder-employee, so long as 
the employee’s rights under the agree- 
ment remain forfeitable, and the corpo- 
ration’s credit alone stands behind its 
commitment to pay the employee any 
amounts due under the agreement. 

In addition, the Casale case has wide 
ramifications with respect to the tax con- 
sequences of a corporation’s buying in- 
surance in connection with stock retire- 
ment agreements, and with respect to 
two other cases which have received 
much attention from lawyers and estate 
planners.® These cases are the Prunier 
the 
District Court of 


cases in which Tax 
the Utah 


reached the conclusion that premiums 


and Sanders 


Court and 
paid on policies owned by a corporation 
to fund stock retirement agreements con- 
stituted taxable income to the stockhold- 
ers in the year in which the premium 
Hinck’s 

think, 


provides the answer to the uncertainty 


payments were made. Judge 


cogent reasoning in Casale, we 


created by both cases as to the taxable 
consequences of the purchase of insur- 
ance to fund such agreements. 


The facts in Prunier 

In the Prunier case, the question was 
whether premiums paid in the year 
1950 the stock- 
holders in that year. Each of two broth- 


constituted income to 
ers owned 48.9% of the shares of a cor- 
poration, and a cousin owned the re- 


aini 9 90 
maining ( 


Various insurance poli- 
cies had been issued on the applications 
of the brothers, with the brothers named 
as beneficiaries on a criss-cross basis and 
with ownership rights retained by the 
brothers, including the right to change 
the beneficiary. However, there was in 
effect a 1946 agreement between the two 
brothers, set forth in the corporate min- 
ute book, which specified that the pro- 
ceeds of the policies “shall go to the cor- 
poration in the event of the death of 
either of them and this money is to be 
used by the corporation to buy out the 
interest of the party who dies.” The cor- 
poration was not a party to the agree- 
ment. In addition, there was a resolu- 
tion adopted by the stockholders and 
directors of the corporation in Novem- 
ber, 1950 which provided that the broth- 
“fair value” of the 
corporation stock is $110,000, and that 


it was their ‘desire’ that such value be 


ers agreed that the 


used to purchase the stock of either 
stockholder “‘with the insurance money” 
should either stockholder sever his con- 
nection with the corporation or in the 
event of death of either stockholder. 
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There were no other facts to establish 
the fair value of the corporate stock. 
The court concluded that “during the 
taxable year [1950] the corporation was 
neither the nor the 
beneficiary of the insurance policies” on 


beneficial owner 
the lives of the brothers, and taxed the 
premiums to the stockholders on the 
theory that they, and not the corpora- 
tion, were “enriched” during the year 
by reason of the corporate payment of 
premiums. 


The facts in Sanders 


The Sanders case is somewhat similar 


to the Prunier case, but differs in im- 


portant respects. There, a more formal 
had been 


executed between four stockholders of a 


stock retirement agreement 
close corporation, two of whom owned 
from 74 to 86% of the stock during the 
years in question. The agreement pro- 
vided that the insured stockholder was 
to designate the beneficiary. However, 
the corporation was in fact designated 
as the owner of the policies with full 
power to exercise all rights under the 
policy. The agreement further provided 
that the price to be paid for the stock 
would be the greater of the value of the 
stock as set out in the agreement plus a 
percentage of the cash surrender value 
of the policies or the amount of insur- 
ance proceeds. By reason of this latter 
provision, it was possible for the indi- 
vidual to receive insurance proceeds in 
the the 
Moreover, the premiums were to be paid 


excess of fair value of stock. 


only out of surplus arising from current 


earnings, if any. On these facts, the 
court concluded that the individuals 


were receiving a benefit from the pay- 
ment of premiums by the corporation 
and that the premiums should be taxed 
to the stockholders as dividends paid by 
the corporation to them. 


Does stockholder benefit? 


It is our view that premiums paid by 
a corporation on policies purchased and 
owned by a corporation to fund a stock 
retirement agreement should be taxed 
to a stockholder only if an economic 
benefit equal in value to the premiums 
paid, is actually received by the stock- 
holder in the year of payment. 

The writers believe that such an eco- 
nomic benefit is not received by a stock- 
holder where a standard stock retire- 
under 


which the corporation agrees to pay a 


ment agreement is in existence, 


fair value for stock of a deceased stock- 
holder and purchases insurance policies 
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on the lives of the stockholders and at 
all times remains the complete owner 
and only beneficiary of such policies, the 
proceeds of which are to be used for the 
stock purchase. 

There is no economic benefit received 
by a stockholder in such a situation 
where the corporation pays insurance 
premiums because the stockholder is in 
fact not receiving any additional benefit 
by reason of the purchase of insurance. 
If in any particular year a stockholder 
dies, his estate would receive exactly the 
same amount that it would have received 
if insurance had not been purchased. 
On the corporate books of account, the 
only difference between the corporation 
owning a policy and not owning a pol- 
icy would be that it would carry the 
amount paid for premiums as a “cash” 
asset instead of an asset entitled “cash 
surrender value of policies.”” To impose 
a tax upon a shareholder in the year in 
which the premium is paid requires ac- 
ceptance of the view, which is complete- 
ly contrary to fact, that the stockholder 
does in fact personally own the cash sur- 
render value of the policy during the 
year. 

Even if there are only two stockhold- 
ers and the corporation owns insurance 
on both lives, and it is expected that 
one of the stockholders will eventually 
own the entire corporation, with its as- 
sets augmented by the insurance pro- 
ceeds from the policy on the deceased 
stockholder, there is no economic benefit 
to any one stockholder in the year in 
which a premium is paid because neither 
stockholder knows who will eventually 
survive. 

Even in the year in which two or more 
stockholders die, there is no taxable “‘dis- 
tribution” made by the corporation 
merely because the value of the surviv- 
ing stockholder’s stock is increased by 
the amount of the insurance proceeds 
that are received by the corporation. It 
is true that such proceeds may be used, 
instead of other assets, to pay the fair 
value of the deceased stockholder’s stock, 
assuming the corporation is not pre- 
vented from doing so by paramount 
rights of creditors of the corporation and 
that the asset value of the surviving 
stockholder’s stock is thereby increased. 
However, it is clear that the 
stockholder does not “realize” 


surviving 
any gain 
by reason of the appreciation in value 
of his stock. There is no sanction in law 
for taxing unrealized appreciation in 
stock The Internal Revenue 
Code itself supports this view. A distri- 


values. 
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bution of corporate assets in redemption 
of the stock of a deceased stockholder is 
taxed under the Code as a dividend only 
if the redemption does not constitute a 
“complete redemption” or a “dispropor- 
tionate redemption”!° or a “redemption 
of stock to pay death taxes.” 

The correct result has already been 
reached by the Service in connection 
with a stock retirement arrangement in 
a Special Ruling dated June 27, 1955.1? 
There, the Service held that premiums 
paid by a corporation on a $20,000 in- 
surance policy on the life of one of its 
officer-stockholders did not constitute 
taxable income to the employee in the 
year when paid even though the insur- 
ance was bought to fund the corpora- 
tion’s agreement to purchase the stock 
of the officer at its book value plus an 
amount equal to one year’s salary and a 
lump-sum cash payment of $20,000. The 
Service reached the conclusion, even 
though the wife of the stockholder was 
named as the beneficiary, because the 
corporation in the words of the Service, 
“retainfed] all the incidents of owner- 
and “the right to 
again change the beneficiary before the 


ship of the policy” 


maturity of the policy” and because the 
stockholder “would have no control over 
the policy or the benefits if paid to her.” 


The corporate entity 


Furthermore, to tax the premiums 
paid by a corporation to the stockhold- 
ers as dividend income in the year in 
which the premiums are paid requires 
disregard of the accepted principle of 
law, enunciated by the Second Circuit 
in Casale, that a corporation must be 
regarded as a separate entity distinct 
its stockholders, where there is a 
legitimate 


from 
purpose in organizing the 
business in the form of a corporation. 
This principle is not new. Both the Su- 
preme Court and the Service have often 
acknowledged this principle as being a 
sound one. In numerous cases, decided 
by the Supreme Court, the Commission- 
er has used the doctrine as the basis of 
his action in disallowing deductions and 
in assessing additional taxes.18 

It seems strange that the Service which 


10 1954 IRC, §302. 

1 1954 IRC, §303. 

12CCH 1954-55 Fed. Tax Rep., Transfer Binder, 
New Developments Under 1954 Code, §37347. 
13JIn Dalton v. Bowers. 287 U.S. 404 (1932) the 
petitioner was the sole stockholder in a corpora- 
tion which became insolvent. In his personal in- 
come tax return, the petitioner deducted the 
amount paid for his capital stock as a loss “at- 
tributable to the operation of a trade or business 
regularly carried on by the taxpoyer.”’ The de- 
duction was disallowed, the U. S. Supreme Court 
holding that the loss was suffered by the corpo- 
rate entity and not by the taxpayer. The reason- 
ing in this case was followed in DuPont, 308 


has used. the corporate entity as the 
basis for its claim in the cited cases, 
should suddenly insist that the doctrine 
be disregarded in the instances where it 
suits its own purposes, such as in Casale 
and Sanders. Since it is clear that a cor- 
poration is a legal entity distinct from 
its stockholders, the only way in which 
the Service can maintain its position 
with respect to insurance purchased in 
connection with stock retirement agree- 
ments is by proving that the corporate 
form should be disregarded. The answer 
has been provided, and the rule crystal- 
ized by the Supreme Court in the lead- 
ing case of Moline Properties, Inc.:14 
“The doctrine of corporate entity 
fills a useful 
Whether the purpose be to gain an ad- 
vantage under the law of the state of in- 
corporation or to avoid or comply with 


purpose in business life. 


the demands of creditors or to serve the 
creator’s personal or undisclosed conve- 
nience, so long as that purpose is the 
equivalent of business activity or is fol- 
lowed by the carrying-on of business by 
the corporation, the corporation remains 
a separate taxable entity.” 

The Court then stated the exception 
to this general rule: 

“In general, in matters relating to the 
revenue, the corporate form may be dis- 
regarded where it is a sham or unreal. 
In such situations the form is a bald and 
mischievous fiction.” 

There is no doubt, in the usual close 
corporation, that there is an essential 
business reason for the organization of 
The 


corporation is not usually “sham or un- 


the business in corporate form. 
real.”” Accordingly, it seems clear that 
the United States Supreme Court would 
not sanction disregard of the corporate 
entity in connection with a validly or- 
ganized close corporation. 

Other courts have expressed the same 
view as the Supreme Court of the United 
States in cases involving the question as 
to whether premiums paid by a corpora- 
tion on policies of insurance on the 
lives of 100% or majority stockholders 
should be treated as taxable income to 
the insured stockholder or whether the 
premiums so paid should be considered 
U.S. 489 (1940) which arose on similar facts. 
Again, in Commonwealth Improvement Co., 287 
U.S. 415 (1932) the idea of the corporate entity 
as a separate taxpayer was upheld by the Su- 
preme Court. A profit made by a corporation on 
a sale to its sole stockholder was held taxable to 
the corporation even though there the conceded 
purpose of incorporation was to avoid multiple 


death taxes. In National Carbide Corp., 336 U.S. 
422 (1949), the petitioner was a wholly owned 


and controlled subsidiary. The contract between 
the parent corporation and petitioner provided 
that the latter was employed as an agent to 
operate a plant built by the parent, and to sell 
the output of the plant. Petitioner agreed to pay 
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as having been paid by the stockholder 
for the purpose of applying the premium 
payment test in estate taxation.15 

It is also an accepted principle of law 
that the purchase of insurance by a cor- 
poration on the life of its active stock- 
holders constitutes a legitimate use of 
corporate funds.16 

On the basis of the foregoing analy- 
sis, we believe that a standard stock re- 
tirement the 
corporation agrees to purchase stock of 


agreement under which 


a deceased stockholder at a fair value 
with insurance proceeds of a policy pur- 
chased and owned by the corporation 
and of which the corporation is the 
beneficiary, should not result in taxation 
of the premiums to the stockholders as 
a dividend in the year in which paid. 


What the three cases mean 


Che principal difficulty in understand- 
ing the meaning of the Prunier case 
arises from the statement in the dissent- 
ing opinion that the majority of the 
court might have reached the same result 
even if the corporation had been the 
named beneficiary, and presumably the 
owner. Since the majority opinion cited 
and relied upon the Tax Court’s opin- 
ion in with this 
point, there would now appear to be no 


Casale in connection 
proper legal basis for such a conclusion. 
It is to be hoped that the Court of Ap- 
peals in its decision will make this clear. 
In Sanders, the district court’s holding 
seems wrong as a matter of law. There 
the corporation owned the insurance 
policies, and the stockholders would re- 
ceive the proceeds as beneficiaries only 
upon surrender to the corporation of 
their stock. The fact that a particular 
stockholder might in some future year 
receive proceeds in excess of the value 
of the stock under a provision in the 
stock retirement agreement that provid- 
ed for stockholder’s receipt of the pro- 
ceeds if such proceeds exceeded the 
value of the stock, does not provide a 
proper basis for taxing the premiums to 
the stockholder as a dividend in the year 
in which the premiums are paid, absent 
any excess of insurance protection over 
the stock value in that year. Further- 
to the parent all profits in excess of 6% of its 
capital stock. The court upheld the doctrine of 
the corporate entity and ruled that the profits 
of the subsidiary were taxable to it. In this case 
the Supreme Court made this important state- 
ment at page 429: “Complete ownership of the 
corporation and the control primarily dependent 
upon such ownership ... are no longer of sig- 
nificance in determining taxability.” 
4319 U.S. 436, 438-39 (1943). 
' Bonwit, 87 F.2d 764 (2d Cir. 1937); Wilson v. 
Crooks, 52 F.2d 692 (DC Mo., 1931); John C. 
Morrow Estate, 19 TC 1068 (1953); John Ran- 


dolph Hopkins, 15 TC 160 (1950); Mrs. Matney 
Dyer Lucey Estate, 13 TC 1010 (1949); Edward 
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more, the fact that a ready market might 
be provided for the stock upon the stock- 
holder’s death, which the court appears 
to have relied upon in reaching its re- 
sult, does not provide a sound basis for 
finding a taxable economic benefit to 
the stockholder in the year of premium 
payment. Such a “benefit,” if any, is so 
uncertain, and contingent upon so many 
factors, that it cannot be measured and 
given a taxable monetary value.17 

With respect to the Sanders’ opinion, 
the significance of the reversal of the 
Tax Court’s opinion in Casale seems 
even more pointed since the District 
Court of Utah in Sanders said that ‘the 
pivotal point for decision in this case is 
whether the stockholders, the corpora- 
tion or both, derive benefits from the 
corporation paying the premiums on the 
insurance issued lives of the 
stockholders in accordance with the 
terms of the agreement.”18 The court 
then cited and quoted the Tax Court in 
Casale to support its holding that for 
“all practical purposes” the four stock- 
holders were “the” corporation. Hence, 
it would appear that the legal basis 
upon which the district court decided 
“the pivotal point” no longer exists. 


on the 


Furthermore, both courts in Prunier 
and Sanders cited and relied upon Para- 
mount-Richards Theatres Inc.® The 
Paramount-Richards pe- 
culiar, however, and significantly differ- 
ent from the facts in the usual standard 
stock retirement case where the corpora- 
tion is the owner and beneficiary of the 
insurance policies. 


facts in were 


In Paramount-Richards, the corpora- 
$250,000 
life insurance policy on the life of one 


tion paid the premiums on a 


of the stockholders. The proceeds were 
made payable to the wife of the stock- 
holder and the stockholder had the right 
to change the beneficiary. Under an 
agreement between the two stockholders 
of the corporation, to which the corpo- 
ration was not a party, the insured was 
to receive an amount determined by a 
formula plus $125,000 if no insurance 
was procured on his life, but only the 
amount determined by the formula if in- 
surance was procured. However, in the 


Doerken Estate, 46 BTA 809 (1942); Harry W. 
Hahn Estate, 38 BTA 3 (1938). See also Doran, 


(9th Cir. 1957); Canaday v. Guitteau, 86 F.2d 
303 (6th Cir. 1936); J. H. McEwen. 6 TC 1018 
(1946). 


16 Emeloid Co., 189 F.2d 230 (3d Cir. 1951); Ed- 
gar M. Docherty, 47 BTA 462 (1942). 
17 See William Parris, 20 BTA 320 (1930); ef. 
North Texas Co., 281 U.S. 11 (1930); Edwards 
Drilling Co., 95 F.2d 719 (5th Cir. 1938); Hel- 
vering v. Walbridge. 70 F.2d 683 (2d Cir. 1934). 
18149 F. Supp. 942, #946 (1957). 

19 153 F.2d 602 (5th Cir. 1946). Compare N. Lor- 
ing Danforth, 18 BTA 1221 (1930); G.C.M. 
16069, XV-1 C.B. 84. 
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Counsel of New York Life Insurance Co. 
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Connecticut. 


latter event, the insured would have re- 
ceived $250,000 of insurance in addition 
to the amount determined by the form- 
ula. Thus, the non-insured stockholder 
was going to pay $125,000 less if insur- 
ance of $250,000 was procured, and the 
insured stockholder was to receive $125,- 
000 more if the insurance was procured. 
On these facts, the court concluded that 
the insurance was for the benefit of the 
two stockholders equally, and according- 
ly taxed the premiums to them. Such a 
result is supportable because the stock- 
holders were clearly receiving benefits 
in the year in which the premiums were 
paid. The surviving stockholder and the 
insured stockholder’s estate would each 
profit by $125,000, which was not the 
case in either Prunier or Sanders. There 
was no need to pierce the corporate veil 
since the beneficiary was the wife of the 
stockholder and the proceeds would not 
at any time become a corporate asset. 
Accordingly, it does not appear to us 
that the Paramount-Richards case decis- 
ion affords any basis for the possible im- 
plications in Prunier and Sanders that 
a standard stock retirement agreement 
justifies taxation of premiums paid by 
a corporation to its stockholders. We are 
fortified in our thinking on this point by 
the Court of Appeals’ opinion in Casale 
in which it was pointed out that the 
Commissioner had argued that the sit- 
uation in Casale was not legally distin- 
guishable from the situation in Para- 
The 
this argument with the observation that 


mount-Richards. court dismissed 
it overlooked the impact of bankruptcy 
on the situation in Casale and the fact 
that in Paramount-Richards the policy 
belonged to the individuals and could 
not have been reached by corporate 
creditors. 

Should stock retirement 
agreements be revised in the light of the 
courts’ language in Casale, Prunier and 
Sanders? Generally speaking, it would 


existing 


seem prudent to review stock retirement 
agreements and to make sure that the 
corporation is, in fact, the owner and 
beneficiary of any insurance that has 
been purchased to provide funds with 
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which the corporation may buy the 
stock of a deceased stockholder. Existing 
agreements should probably be revised 
to delete any provision permitting the 
corporation to exercise its right of own- 
ership only with the written consent of 
all of the stockholders. In addition, con- 
sideration might be given to the omis- 
sion of any provision committing the 
corporation to pay a minimum of any 
insurance proceeds received by reason 
of the death of the stockholder for the 
deceased stockholder’s stock, or of any 
provision giving a stockholder the right 
to purchase a policy from the corpora- 
tion upon the termination of the agree- 
ment for reasons other than the death 
of a stockholder, or upon the failure of 
the company to pay premiums for the 
policy. 
These actions 


same precautionary 


would seem to be worthy of considera- 


tion in the drafting of any new stock 
retirement agreements. funded with life 
insurance. 

The protection afforded by a written 
agreement binding the corporation to 
purchase stock at a fair value and by 
the purchase of insurance policies should 
not be lightly and indiscriminately dis- 
pensed with by stockholders solely on 
the basis of language in two lower court 
decisions, which espouse a result that is 
contrary to accepted principles of law 
giving full recognition to the corporate 
entity as a separate taxable entity. Thou- 
sands of stockholders throughout the 
United States have relied upon these 
principles for many years and any hasty 
action in the light of the Prunier and 
Sanders cases, both of which are on ap- 
peal to higher courts, would seem un- 
warranted, particularly in the light of 
the Court of Appeals decision in Casale. 


Incorporating a partnership: choosing the 


structure for future tax advantage 


by MARTIN H. WEBSTER and DONALD T. ROSENFELD 


When the decision has been made to incorporate the going business of a successful 


partnership, the taxman has a unique opportunity to choose a form of organiza- 


tion that will not only keep taxes low in the near future, but will also fit in with 


the partners’ long-term retirement and estate plans, plans for family gifts and for 


shifts of control to others. Messrs. Webster and Rosenfeld were two of the speakers 


at the 1957 Tax Forum sponsored by the Title Insurance and Trust Company, Los 


Angeles. Each speaker at the forum considered a different aspect of the estate 


planning problems of the owners of a typical business operated as a partnership. 


The facts of the case they considered are set out in the box on page 263. 


Capital structure: common 


and preferred stock 


: ADVANTAGES and the problems in 
using preferred or debt, particularly 
in the light of recent cases on thin in- 
corporation, are considered by Martin 
H. Webster, 
are his conclusions: 


California attorney. Here 

Once the decision has been made that 
a corporation should be formed, it is 
next the amount 
of stock to be issued, of what classes it 
will 
stock is to 


necessary to ascertain 


consist, and the ratio which such 


bear to indebtedness 


which will be owed to the shareholders. 


any 


It is with these questions that we shall 
now deal. 


Obviously, it is possible to take the as- 
sets of the A-B partnership, and its li- 
abilities, filter out those which are to be 
selected for transfer,! and convey them 
to a corporation for common stock to be 
issued in proportion to the relative con- 
tributions of A and B. Whether the com- 
mon stock has a face value greater, equal 
to, or less than the net book value or net 
market value of the assets transferred, 
the transfer will be tax-free, and the cor- 
poration will take over the assets with a 
substituted basis. 

This program without question has 
the virtue of simplicity, and it might be 
that we shall return to it again. In the 
meantime, other possibilities should be 
explored. 

One ready alternative would be to is- 


sue preferred as well as common stock in 
exchange for that portion of the part- 
nership property determined to be trans- 
ferred. While it is known that dividends 
are non-deductible, the purposes of is- 
suing preferred as well as common stock 
might include one of the following: 

1. To enable the book value of the 
common stock to be reduced so that a 
significant percentage thereof could be 
bought by the key employees at a price 
within their means. 

2. Upon the death of A or B, to re- 
duce the amount which would have to 
be paid for the common stock holdings 
of the estate in order that a transfer of 
voting control to the survivor might be 
effected. (Note that our statement of fact 
calls for such transfer of control.) 

3. Upon death of A or B, the pre- 
ferred could be redeemed to provide the 
estate with cash needed for death taxes 
and administration expenses without dis- 
turbing the percentage of ownership of 
the corporation in the hands of the es- 
tate. (While our statement of facts calls 
for transfer of control on death, the util- 
ity of a preferred issue for the purposes 
here indicated should be pointed out to 
A and B). 

4. If it is ever contemplated that pre- 
ferred stock will be issued, the time to 
issue such stock uncontaminated by Sec- 
tion 306 would be at the moment of in- 
corporation. 

5. To provide the estates of A and B 
with a more assured source of income 
from the corporation than could be ob- 
tained through retention of an equiva- 
lent amount of common stock; and to 
provide the estates with a preference to 
assets on liquidation or in the event of 
financial difficulty. 

6. To provide an excellent vehicle for 
a gift program, concerning which B if 
not A should have singular interest, and 
to thereby enable the donor to reduce 
his taxable estate without loss of voting 
control during lifetime. 

7. To enable earned surplus to be 
drained off through preferred dividends 
to the estate; the survivor may avoid re- 
ceipt of this unwanted ordinary income 
through gifts of dividend-earning pre- 
ferred stock. 


‘Mr. Rosenfeld discusses selection of assets. If, 
in the selection of assets to be transferred, it is 
determined that the land and buildings will be 
withheld—an assumption which will be made 
throughout this paper, unless otherwise noted— 
A and B wil rent them to the corporation. At a 
later date they could sell them to the corporation 
when the corporation is more able to pay, or to 
a third party. 

2See Young, “Problems in Organizing and Capi- 
talizing New Corporations,” 14 N.Y.U. Tax Inst. 
613 at 620. 
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\ny one of these reasons alone might 
conceivably appeal to A and not to B, 
or vice versa. Were this lack of concord 
found to exist, further discussion would 
obviously be required in order to see 
whether the two-class structure would for 
that reason be ruled out. However, from 
a tax standpoint, any amount of com- 
mon issued in conjunction with any 
amount of preferred and in any propor- 
tion as between A and B would still be 
tax free, absent the element of gift or 
compensation as between A and B. Re- 
specting the price at which a given face 
value of preferred might be issued, there 
might be some tax advantage at a later 
date in issuing the preferred at a dis- 


count.= 


Using preferred stock 


It would appear to serve no useful 
purpose at this time to dwell upon the 
redemption, liquidation, dividend, sink- 
ing fund and other characteristics with 
which the preferred stock—if issued— 


could or should be endowed. These 
would vary widely and would require 
much discussion and deliberation. How- 
ever, two characteristics would appear 
definitely to be required, and should be 
mentioned. 

The first of these is that, in line with 
the requirements of our statement of 
facts, the preferred (especially if the es- 
tates of A and B will surrender all their 
common stock) should have the feature 
of allowing its holder to participate in 
the growth of the company, and this re- 
sult could be achieved through partici- 
pation of the preferred with the com- 
mon in dividends and in the excess of 
assets on redemption or liquidation over 
those to which the preferred is to have 
preference. 

The second necessary characteristic of 
the preferred is that it should provide 
deferral of dividends for 


for a some 


time. This is so by reason of the arith- 


metic of our case. If we project a rental 
of $20,000 per year for the land and 
building which we have presumed has 
been withheld by A and B from the cor- 
poration,® and if we project a salary of 
$20,000 per year to A and a like salary 


to B, this salary plus the rental income 


‘This is 8% of the assumed fair market value of 
$250,000.00. In this illustration, we are also as- 
suming the corporation will earn enough over its 
otherwise projected earnings to pay for taxes 
and insurance on the property, and that the 
$20,000.00 rental is thus on a net net basis. 
‘This problem is discussed by Donald T. Rosen- 
feld. It would seem that a taxable incorporation 
on our facts would be undesirable. 

Under Putnam, 352 U.S. 82 (1957), the deduc- 
tion will be a non-business bad debt in most 
cases, resulting in a short-term capital loss. 
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| wen WEBSTER AND ROSENFELD 
were given the following data 
on the financial position of the part- 
nership and the general family plans 
of the partners: 

> A and B are equal partners of the 
A-B Manufacturing Company from 
which, over the past three years, they 
have each realized average profits of 
$40,000.00. Since its inception the 
company has shown a steady growth 
and the partners in the past have re- 
invested approximately 25% of the 
net profits to expand the business. 


$100,000 
100,000 
250,000 


Current assets 

Land & Buildings (net) 

Mfg. Equipment (net) 
$450,000 


The fair market value of the the 


assets is $600,000.00. 

Each individual is fifty years of 
age and in good health. 

A is married, has one son active 


in the business, two married daughters 





THE BUSINESS TO BE INCORPORATED 


The current balance sheet of the business is as follows: 


and one grandchild. B is married and 
has two daughters, neither married. 

A and B are desirous of assuring 
continuity of the business under the 
control of the survivor and two key 
employees so that the future growth, 
which each anticipates, will be avail- 
able for the benefit of their respective 
families. 

Although the business has in the 
been California, 
potential markets in other states are 


past confined to 


beginning to develop. 


Previous speakers at the forum 
Current liabilities $150,000 
Net worth 300,000 


$450,000 


had discussed the influencing factors 


to be considered in determining 
whether to continue the partnership 
(perhaps bringing in other members 
of the family or trusts for them as 


partners) or to incorporate. 








will equal the drawings of A and B from 
the partnership. The corporation itself 
can safely be projected to make $85,000 
per year (the partnership $80,000 plus 
the estimated partnership depreciation 
on the building which is not being con- 
sidered part of the corporation’s assets), 
from which must be subtracted the above 
rent and salaries aggregating $60,000. 
On the remaining $25,000 will be owed 
corporation income and estimated fran- 
chise taxes of 34°; and there will thus 
be left in the treasury only $16,600 

$100,000 
dividends, 


per year. If we project a 


preferred issue carrying 6% 
there will be left for expansion and 
$10,600 
after servicing the preferred dividends. 
With the policy of A and B in mind of 
dedicating 


growth only about per year 


about one-fourth of their 
earnings—or $20,000 per year—for expan- 
sion (let alone providing any sinking 
fund requirements on the preferred or 
covering the working capital deficit to 
be discussed later herein) it is apparent 
that preferred dividends would have to 
be deferred for a time. This should be 
no hardship. 

There is still the fundamental ques- 
tion to be answered as to whether the 
preferred stock issue is a good idea in 


our case. Aside from the obviously in- 
hibiting fact that the preferred divi- 
dends are not deductible, the decision 
in this particular case, as in most others, 
turns to a large extent on whether A 
and B, or either of them, are “gift- 
On the 


basis of our statement of facts, it would 


minded” and ‘“death-minded.” 
seem that a preferred stock issue is in- 
dicated, but final determination would 
have to await the analysis of additional 


factors. 


Transfers creating debt 


The extent to which a corporation 
borrows money at the outset of its exist- 
ence relative to the extent it receives a 
establishes its 


permanent investment 


relative “thinness.” If all is invested, 
there is obviously no thinness at all. If 
$1 is invested and $100,000 is repre- 
sented by debt obligations, a corporation 
is very thin indeed! A corporation may 
be formed through transfers which are 
tax-free, or are partly or wholly taxable,4 
and indebtedness may be created under 
any of these transfers. 

If a business is transferred to a corpo- 
ration so that part of its value is repre- 
sented by a debt obligation of the corpo- 
ration and part by stock, the advantages 
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over having the entire value represented 
by a permanent investment in the form 
of stock are: 

1. With a loan, interest is deductible. 
With stock, whether preferred or com- 
mon, dividends are not deductible. 

2. Repayment of a loan out of earn- 
ings is tax-free. An equivalent partial 
redemption of stock out of earnings 
constitutes ordinary income. 

3. A loan gives protection against a 
charge of unreasonable accumulation of 
surplus under Section 531. Stock does 
not. 

4. If 
loan will give a bad debt deduction, 


the business is unsuccessful, a 


probably a short term capital _loss.5 
Stock will only give a worthless security 
deduction, i.e., a long term capital loss. 


5. it 
able transfer, the corporation can get a 


the debt is the result of a tax- 
step-up in basis at the expense of capital 
gain to its stockholders, often a worth- 
while result. 

6. A be given 
away, thereby enabling corporate earn- 


debt obligation can 
ings to be received by other members 
of the family without loss of control 
or proprietorship interest by the donor. 
The gift of stock, even of preferred, 
can mean a loss of control, and certainly 
a loss of a participating proprietorship 
interest in our case. 

There can be disadvantages to a corpo- 
ration having debt built into its initial 
financing structure. Some of these dis- 
advantages are: 

1. The Treasury Department might 
not recognize the particular instrument 
as creating a true debt. The results of 
such non-recognition will, at a mini- 
mum, be disallowance of the interest de- 
duction and taxation as a dividend of 
the “loan” repayments if paid from earn- 
ings and profits. Non-recognition will 
also create intriguing questions such as 
the effect of a transfer for consideration 
of the “debt” obligation to a third party. 
In addition, whether the transaction is 
tax free or taxable will turn upon 
whether the particular instrument will 
be deemed a non-debt and therefore a 
“security” within Section 351, and hence 
to be received tax free upon incorpora- 
tion;® or whether it will be construed 
as a true debt or non-security? and hence 
“boot,” taxable to the recipient. 

2. This doubt as to which way a par- 
ticular instrument will be construed is 
seldom resolved by determining the in- 
tention of the parties. More often, it 
seems, it turns upon which construction 


will produce the most tax revenue. 
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§. Creation of a debt structure 


adversely affect a corporation’s credit. 


can 


This disadvantage might be removed 
through the giving of personal guar- 
antees by the individual stockholders, a 
not very salutary solution, to be sure, 
but one which lending agencies might 
insist upon in any event. 

4. One disadvantage, 
often mentioned, stems from the alter 
ego principle and can result in a dis- 
regard for local law purposes of the 
corporate entity where the capitalization 


non-tax not 


is inadequate to finance the anticipated 
corporate business.8 

When it is remembered that the above 
consequences only become known sev- 
eral years after the transaction has been 
set up and actions in reliance thereon 
might have been taken, it can be seen 
under what false clouds taxpayers can 
live who reach for the expected advan- 
tages of an initial capitalization which 
includes debt. 

In the instant case, if it is agreed that 
the land and building will be kept out 
of the corporation, much will have been 
done to reduce permanent investment 
without creating any false-named debt. 
It is worthwhile, however, to explore 
further alternatives. 


Arbitrary “thinning” 

An obvious way to achieve a_ thin 
capitalization is to determine, more or 
less arbitrarily, that of the total amount 
of net book value (or net market value) 
of the property to be transferred to a 
corporation, a certain portion will be 
represented by stock and the balance by 
debt. This is certainly not a preferred 
method for thinning, since the reason 
for the debt structure and its amount is, 
by definition, into the eco- 
nomics of the particular business nor 


not tied 


endowed with business purpose.® How- 
ever, while said that the 
ratio of debt to equity is only one factor 
in determining whether a debt is in fact 
a debt,!° it must be admitted that no 


it has been 


® See, e.g., Camp Wolters Enterprises, Inc., 230 
F.2d 555 (5th Cir. 1956) where non-negotiable, 
unsecured and subordinated installment notes 
with five to nine year maturities were held se- 
curities. 

7 See, e.g., Pinellas Ice & Cold Storage Co., 287 
U.S. 462 (1933). 

* Automotriz Del Golfo De California, 47 A.C. 
797 (1957). See generally Schifferman, “The Al- 
ter Ego,” 32 Calif. State Bar Journal 143 (1957) 
at 155. The cited case quotes from Ballantine on 
Corporations, revised edition 1946, pages 302-303 
as follows: “If a corporation is organized and 
carries on business without substantial capital in 
such a way that the corportion is likely to have 
no sufficient assets available to meet its debts, it 
is inequitable that shareholders should set up 
such a flimsy organization to escape personal li- 
ability . . . It is coming to be recognized as the 
policy of the law that shareholders should in good 
faith put at the risk of the business unencum- 
bered capital reasonably adequate for its prospec- 


court!! has yet assayed to state how to 
test the question of whether there is an 
“excessive debt structure.’’!2 Certainly, 
the general current of opinion is that if 
thinness is to be tested solely on the 
reasonableness of debt to equity ratios, 
a ratio of two to one would be a hall- 
mark of authenticity for even a risky 
business. 

However, the facts in the instant case 
make thinning in any respect a bit 
difficult. If $25,000 is reserved by A and 
B to pay income taxes, contingent liabili- 
ties and the like, the balance sheet of 
the corporation would show: 


Current Current 

assets $ 75,000 liabilities $150,000 
Equipment Net 

(net) .... 250,000 worth 175,000 


The imbalance between current assets 
and current liabilities means that earn- 
ings will have to be accumulated first 
merely to meet those liabilities which 
were on the 


time of in- 


corporation before any earnings can be 


books at the 


used to pay off an indebtedness created 
incident to the initial transfer of the 
business to the corporation. Specifically, 
if (arbitrarily) notes or bonds were 
issued for $100,000 and stock issued for 
$75,000 (a ratio of 114 to 1) it would 
take a considerable period of time be- 
fore the corporation could ever com- 
mence paying on the $100,000 obliga- 
tion, since it meanwhile must make up 
the $75,000 working capital deficit with 
which it began business. 


Repayment problems 

Under this state of affairs, it is likely 
that a thin corporation structure, at 
least one in the manner 
being discussed, would strongly invite 
revenue agent scrutiny. While the ratio 
of debt equity could be made 
reasonable, the question of how repay- 


created now 


to 


ment could be made would be the sub- 
stantial stumbling block to recognition 
of the debt.13 Of course, at this point 
the tax adviser might well ask himself 


tive liabilities. If the capital is illusory or trifling 
compared with the business to be done and the 
risks of loss, this is a ground for denying the 
separate entity privilege.” (The author has been 
unable to find a comparable passage in Ballan- 
tine’s 1949 edition.) 

® Ruspyn Corp., 18 T.C. 769 (1952). 

10 Gooding Amusement Co., Inc., 236 F.2d 159 
(6th Cir., 1956). cert. den. 3/11/57. 

'\ Accord Note, “Thin Capitalization and Tax 
Avoidance,”” 55 Columbia Law Rev. 1054 (1955). 
And see, e.g., Miller Estate, 239 F.2d 729 (9th 
Cir. 1956), where the court stated “We know of 
no rule which permits the Commissioner to dic- 
tate what portion of a corporation’s operations 
shall be provided for by equity financing rather 
than by debt.” 

12 The quoted words are from dictum in Kelley, 
326 U.S. 521 (1946). 

18 See, e.g., Gooding Amusement Co., supra; Dob- 
4 Miller Estate, supra; Kraft Foods Co., 232 


kin, 15 T.C. 31 (1950). 
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what there is to lose by setting up, for 
example, a 15-year registered debenture 
bond. Such a bond would pretty clearly 
be a security so that the incorporation 
process would be tax free. The client 
could be restricted to interest payments 


only; none of the bonds would be re- 
tired until the issue had been de- 
termined as to whether the’ bonds 


created true debt. If they were ulti- 
mately recognized, the client would ob- 
viously be happy. If they were not recog- 
nized, they could then be converted into 
stock—and nothing would have been 
lost. While this approach makes sense 
in general—given a client who is sen- 
sible and who has a good memory three 
the 


arises—the A-B partnership case does 


or so years from now when issue 


seem to face odds not normally en- 
countered by reason of the existence of 
a negative working capital situation. 
Whether the clients would want to try 
under these circum- 


a debt structure 


stances would have to be ascertained 


after more thorough discussion. 

If the clients were able and were so 
inclined, the deficit in working capital 
could be made up by an additional loan 
of $75,000. This would cause the balance 
sheet to appear as follows: 


Current Current 


assets $150,000 liabilities . $150,000 
Equip Debentures. 175,000 
ment 250,000 Stock 75,000 


rhe ratio of debt to equity would be 
21% to 1, a not excessive ratio if arbi- 
trary standards are accepted. The re- 
the 


peculiar one of a client being induced to 


sult would be, of course, rather 


buttress the chances of a $100,000 loan 
being recognized by making an addi- 
tional long-term loan of $75,000. (Help 
for this situation might come from third- 


party loans on the assets, discussed 


infra). 

If a debt structure is in some fashion 
attempted, we have seen that no assist- 
ance is required to bolster up the ratio 


of equity to debt. However, it is inter- 


F.2d 118 (2nd Cir. 1956); Perrault, 25 T.C. 439. 
Perrault, supra. This approach has been used 
in cases involving sales to corporations, and 
seems equally applicable to §351 transfers. 
®* The partnership earned $20,000.00 after draw- 
ings on average tangible assets of at least $300,- 
000.00. A reasonable return on those assets would 
leave no earnings attributable to intangibles, i.e., 
no good will. 
* Except of course in our case we have seen that 
such debt cannot be repaid within a short time. 
‘See Bittker, op. cit. infra, for distinction be- 
tween taking property subject to an encumbrance 
and assuming one from the standpoint of thin 
corporations. 
' If we choose to speculate on the encumbering 
of the land and building, note that if the value 
thereof be assumed to be $250,000.00 and the loan 
value thereof $125,000.00, a §357(c) situation 
would be created upon transfer thereof to the 
corporation, since the basis of the property is 
only $100,000.00. A possible solution would be to 


Tax planning and business management * 


esting to speculate for the moment on 
the availability of additional arguments 
were they required. One such argument 
is that the ratio should be measured not 
in terms of book values but in terms of 
market values.14 And one ingredient of 
market value is good will,15 of which it 
happens in the instant case there does 
not seem to be any at all.16 


As has already been mentioned, we 
can have debt associated with either a 
tax free or taxable transfer. While 


this question is discussed by Mr. Rosen- 
feld, infra, it 
for our 


reasonable 
that a 
tax-free incorporation would be best. 

the debt 
structure—if it were ever determined to 


does seem 


purposes to conclude 


Under such circumstances, 
have any—should most safely be repre- 
sented by formal long term obligations, 
either bonds or debentures, registered 
and/or with interest coupons attached, 
in order to insure treatment as a 
“boot.” Of 


so long as the face and fair market 


se- 


curity and not as course, 


values of the stock and debt instruments 
(as ascertained by the value of the assets 
and good will transferred) is less than 
the basis to A and B of such property, 
so that there is no gain in the trans- 
action, a short term obligation could 
also be issued!* without fear of being 
classed as “boot” and causing A and B 


to be taxed at the fair value thereof. 


In our case, it would seem either a short 
or long term obligation could accord- 
ingly be issued, ignoring for this pur- 
pose the question of ability to repay. 


Encumbering assets before transfer 


If, as we have seen, creation of a thin 
corporation through arbitrary division 


of the excess of assets over liabilities 


between debt and equity will very pos- 
sibly not work in the case at hand, we 
might inquire as to the possibility of 
encumbering the equipment before 
transfer thereof to the corporation sub- 
ject to the loan.18 Obviously, however, 
this will not readily work in our case 


have A and B transfer their partnership inter- 
ests to the corporation after partial liquidation 
of the remainder of the assets and liabilities. 

20 Miller Estate, supra at note 11, contains 
these facts, but death was expected momentarily. 
21 Brown, 27 T.C. 27, (1956) contains these facts. 
2 Thus, in Miller Estate, supra, stock was issued 
for $1,050.00, and a purchase of $175,000 was 
made. In Brown, supra, $270,000.00 of stock was 
issued, and a sale of $605,000.00 was made. And 
in Perrault, supra, $2,000.00 of stock was issued, 
and the sale was for $973,000.00. Extra contrib- 
uted values were found over and above book 
value or sale price in the Perrault and Miller 
cases. This matter of justifying an ostensibly in- 
adequate stock issue on the ground that extra 
values were contributed can have dangerous re- 
percussions in the hands of the corporation on 
the matter of allocation of basis to the assets 
acquired. The manner in which Perrault decided 
the question is not only unclear but very unre- 
liable authority on the subject of basis, in the 
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because of the same difficulty of project- 
ing an early repayment, and because of 
the adverse effect on the corporation’s 
credit which such an _ en- 
cumbrance would have.!® It might be 


position 


the only way to finance the negative 
working capital, however. 


Sale to corporation 


Let us suppose that B, without a son 
in the business, would like his estate to 
share in the business after his death (our 
Statement of facts indicates this), but 
wishes quite reasonably to leave a mini- 
mum amount invested in this manner on 
his death.2° that the 
excess could be invested in some other 


His thought is 


medium providing a safer albeit smaller 
return. Let us suppose that 
during B’s lifetime, B wishes to place a 


further 


minimum amount at risk in the busi- 


ness, with which thought A_ heartily 
concurs.*1 With these quite reasonable 
A and B would like 


to incorporate with as little investment 


motives in mind, 


as possible, and to sell some or all of the 
balance of their partnership assets and 
liabilities at fair market value, paying 
a capital gain tax but stepping up the 
basis of the assets in the hands of the 
corporation for depreciation and resale 
purposes. Recent cases indicate that this 
technique can be applied quite success- 
fully.?2 

However, again, it would seem to have 
only limited application to the facts 
with which we are concerned. Thus, if 
the land and building were sold to the 
corporation for $250,000 and all remain- 
ing 
and if the purchase obligation were pay- 


assets and liabilities contributed, 
able in 15 years, there would barely be 
enough projected corporate earnings to 
make the required payments, pay salaries 
and taxes, make up the working capital 
deficit, and at the same time provide a 
reserve for growth. 

Likewise, if the land and_ building 
were retained out of the corporation 
and the remaining assets and liabilities 
sold to the corporation even on a ten- 
year purchase basis, the purchase would 
hardly be feasible, even assuming as 
much as a $75,000 investment by A and 
B in the stock of the corporation, and 
for the reasons indicated. 

However, as earlier noted, the possibil- 
ity of the deficit 
capital with additional long-term debt 
obligations (either from A and B, or 


financing working 


from third parties) should not be over- 
looked, since it might make feasible one 
or more of the above plans. The term 
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of these debts need not be, and possibly 
should not be, the same as that of the 


purchase obligatior, of course.?4 


Guaranteed loans 


Some mention should be made of 


the 
should be 


loans by outsiders guaranteed by 


interested stockholders. It 
apparent that this device will probably 
not apply in the instant case, again be- 
cause of the factual situation and the 
difficulty of repayment. 

Even if workable, the idea has been 
criticized quite strongly and correctly,*4 
and would seem to represent a rather 


weak prop for a thin capitalization. 


Advice where debt structure is created 


Notwithstanding the obvious conclu- 


sion of the author that debt in the in- 


stant case appears more unattainable 
as a practical goal than as a legal one, 
the momentum created by partial cover- 
age of the subject forces the effort at 
completeness. On this account, just a 
few words of advice might be given re- 
specting those cases where debt structure 
appears in order: 

(i) The debt instruments should have 
a fixed maturity date, and all payments 
of principal and interest should be made 
as required. Where a taxable transfer is 
maturity date should be 


sought, the 


short-term; where a tax-free transfer is 


desired, the maturity should be long- 
term. 

(ii) Security should be given for the 
debt.?5 

(iii) Hybrid debt instruments should 
be assiduously avoided,?6 such as sub- 
ordinated notes, or notes whose repay- 
ment is contingent on earnings. 


(iv) All 


be observed, such as full and complete 


corporate formalities should 
minutes, formal issuance of notes, bonds 


or debentures in registered form with 


author’s opinion. 
3 See Miller Estate, supra. 


*tSee Bittker, “Thin Capitalization: Some Cur- 
rent Questions,” 34 Taxes 834-5, (1956). The 
Commissioner has recently placed in litigation 


the case where a purported 
the security of U. S. 
ing used to finance 


loan was made on 
bonds, the loan proceeds be- 
their purchase. The Com- 
missioner has refused recognition of the loan 
made by the bank on the ground it was not a 
true loan, and has accordingly disallowed the in- 
terest deduction thereon. Autry, Tax Court Dock- 
et No. 66455 filed April 4, 1957. 

* In the Brown case, a conditional sales contract 
was given: and in the Miller Estate case, a chat- 
tel mortgage was given. 

*6 See Kelly, 326 U.S. 521 (1946). 

** Loans by a majority stockholder not propor- 
tionate to loans by minority stockholder will con- 
stitute an investment where capitalization is 
clearly inadequate in relation to the projected 
business, Reed, 242 F.2d 334, (2nd Cir. 1957). 
Colony Inc., 26 T.C. 30 (1956) held similarly 
where the loans were made by the minority 
stockholders. And the Tax Court in Kolkey, 27 
T.C. 37 (1956), recently held that advances cre- 
ated an investment where the party advancing 
held »o stockholding interest whatever. 
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interest coupons attached where appro- 
priate, and building up of a valuable 
record with the Corporation Commis- 
sioner or other “blue sky” agency. 

(v) Disproportionate borrowings 
should be sought if possible, although 
the persuasiveness of this factor seems 
to be on the wane.?7 


Conclusion 


It is unfortunate that the factual situa- 
tion of the A-B partnership has given 
relatively little room for movement in 
the field of equity and debt financing. 
On 
which 


the quite reasonable assumption 
that the 


land and building will be withheld from 


has here been made 
the corporation, it would appear reason- 
ably clear that because of the negative 
working capital situation, debt financing 
would be and B 


largely on the “what have you got to 


recommended ‘so A 


lose?””"—principle. 

As to whether a two class stock struc- 
ture involving common and _ preferred 
would be feasible would depend to a 
large extent upon the gift-mindedness 
and and B. It 
correlation 
with other advice which they are to re- 


death-mindedness of A 


would also depend upon 


ceive from allied counsel to whom we 


now turn. 


Taxable or tax free incorpora- 
tion: multiple corporations 


M* DONALD ROSENFELD, Los Angeles 
attorney, reviews briefly the tech- 
niques for obtaining a taxable or tax- 
free incorporation and discusses the fac- 
tors influencing the choice of method. 
Then he turns to the possibilities and 
dangers in the use of multiple corpo- 
rations. Here are his views: 

Going forward with the decision to 
the A-B 


partnership 


incorporate Manufacturing 
much 
the 


partnership business and transferring its 


Company involves 


more than merely wrapping up 


assets, liabilities, receivables and pay- 
ables to a corporation in exchange for its 
stock. First of all, it may be preferable 
not to transfer all the assets of the part- 
nership to the corporation. In order to 
determine whether all or part of the 
assets should be transferred, it is neces- 
sary to consider the preliminary question 
whether the incorporation should be 


taxable 


set up as a event or as a tax 
free exchange.! 
The fair market value of the A-B 


Manufacturing Company assets exceed 


book value of $150,000. All or part of 
this amount can be made subject to tax, 
depending on which route is selected. 
If A and B receive less than 80% of the 
stock of the corporation, at least $150,- 
000 will be taxable as capital gain. To 
A and B, 21% of 
the stock could be issued, for example, 


avoid 80% control in 


to A’s son and other key employees as 
compensation for their past and future 
Since only A 
and B would have transferred property 


services in the business.? 
and they received less than 80% of the 
stock, the entire gain would be taxable.* 
If, however, the stock issued to A’s son 
C is in fact a gift from A, and conceiv- 
ably from B too, it might be held that 
A and B first constructively received the 
to C. In 


be deemed 


stock and then transferred it 


this event A and B would 
to have received the stock for purposes 
of determining the percentage of stock 
received by each.4 

The partners might wish to incur this 
immediate tax to obtain a higher basis 
for depreciation of the assets by the 
corporation. This decision requires an 
objective appraisal (preferably one by a 
disinterested appraiser) of what assets 
account for the excess of market value 
over book. A higher basis for the land 
would not benefit the corporation.5 

After due allowance for salaries to A 
and B after incorporation, there is no 
indication of any substantial goodwill 
because the partnership, before salaries, 
has made average profits of only $80,- 
000 for three years on a net worth of 
$300,000. If goodwill did exist, however, 
it would be subject to tax without bene- 
fit of an offsetting depreciating deduc- 
tion. An immediate tax on goodwill thus 
can cancel the benefits of a higher basis 
for depreciation on other tangible assets. 

A and B can limit the amount of the 
gain by taking at least 80% of the stock 
and by also taking “boot.” The amount 
of the gain would be limited to the 
amount of the “boot.” Since current li- 
abilities of A-B Manufacturing Company 
exceed current assets it would not be 
sound to put in and then take out cash. 
\ and B could, however, take short-term 
unsecured notes as “boot” in exchange 
for some of their property and pay a tax 
on the value of the notes but never in 
excess of the gain.6 This assumes that 
the notes will be accepted as true debt 
and not equity of one form or another. 
Unintended “boot’ could arise if un- 
drawn profits of A and B in the part- 
nership are set up as a credit on the 


books of the corporation to the draw- 
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ing accounts of the partners, A and B.7 

\ and B can defer any tax upon in- 
corporation by taking all of the stock 
and no “boot.” Although under the 
1954 Code they no longer need each take 
stock in the same proportions as their 
interests in the partnership or its assets, 
they can eliminate troublesome income 
and gift tax problems if they each take 
stock in accordance with their propor- 
tionate interests. If it becomes necessary, 
however, for business or personal reasons 
to issue stock to C or other key em- 
ployees either as a gift or as compen- 
sation for services the gift and income 
tax consequences should be considered.§ 
In no event, however, if the exchange 
nontaxable, can A and B take 
less than 80% of the stock 


or the other employees put up cash or 


is to be 
unless C 
property for their stock.® 

for 
stock, A and B might sell some of the 


In place of exchanging assets 


assets to the corporation. Some of the 
machinery and equipment could be sold 
on a conditional sales contract or by an 
outright sale for corporate notes. If the 


sale is made in connection with a Sec- 


" 


tion 351 incorporation the corporate 


obligation on the conditional sales con- 


tract or the notes would be _ taxable 


“boot,” if gain is realized on the sale. 


Selection of assets 


Having considered the alternatives of 
taxable or tax-free incorporation, A and 


B should next consider what items 


should be transferred to the corporation. 
\ny assets which they anticipate will 


soon be sold should not be transferred. 


Even though the tax rate on a capital 
gain of the corporation and of the in- 


dividuals might be the same, if sold 


by the corporation it would prob- 


ably be necessary to pay additional tax 


An additional preliminary question is whether 
the partnership should transfer the assets and 
then distribute the stock received in exchange or 
whether the partnership should first be liqui- 
dated and the partners transfer the assets. If A 
or B acquired his interest in the partnership 
from a predecessor partner, the basis of his part- 
nership interest might be more or less than his 
share of the basis of the partnership property. 
If the basis of the assets to the partnership is 
more than their basis in liquidation to the part- 
the partnership should make the transfer; 
if lower, then the partnership should be liqui- 
dated before the transfer. 

Deliberate avoidance of control will work. See 
Day & Zimmerman, Inc., 151 F.2d 517 (3rd Cir., 
| ; Aveo Mfg. Corp., 25 T.C. 975 (1956). 
IL.R.C. Section 351. If property is of relatively 
small value in comparison to the value of the 
stock, the stock will not be considered as issued 
for property. See Reg. Sec. 1.351-1(a) (1) (ii). 
‘For a discussion of this problem see Costelloe, 
“Incorporation of Unincorporated Enterprise,”’ 
13 N.Y.U. Tax Inst. 685 (1955). 

If a husband and wife and their minor children 
own 80% of the stock, a taxable transfer of de- 
preciable property may be taxed as ordinary in- 
come. I.R.C. Sec. 1239. 

“‘I.R.C. Sec. 351(b). Stirn, Inc., 107 F.2d 390 
(2nd Cir. 1939); Lloyd-Smith, 116 F.2d'642 (2nd 


ners, 
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to remove the proceeds from the corpo- 
ration.1° 

The current assets should be examined 
for installment receivable. 
Generally, a disposition of an_ install- 
ment receivable accelerates the tax on 
any profit not previously recognized. If 
the transfer that takes place is a tax 
free incorporation of the partnership, 
however, under Section 351 there would 
probably be no acceleration.” 


accounts 


If current assets consist in part of 
is desired to 
hold out some of these assets, it would 
be preferable for the individuals to re- 
tain the bonds. Because of the 85% 
dividend credit, the corporation will pay 
a tax on the dividends on the stock of 
only 4.5% to 7.8%, while the bond in- 


stocks and bonds and it 


terest will be taxed as regular income.!* 

A change from one accounting method 
for the partnership to another for the 
corporation may influence the handling 
of partnership receivables and payables. 
If the change is from accrual to cash, it 
may be desirable for the individuals to 
retain the receivables. Otherwise they 
the 
corporation on the cash basis upon re- 


may be taxed a second time in 


ceipt. If the change is from cash to 
accrual, however, the tax deductible ex- 
penses should be paid by the individuals 
in order that the deductions not be lost 
altogether. It may be necessary for the 
individuals to retain some cash for this 
purpose as well as funds for contingent 
personal liabilities and income taxes.14 
A and B may wish to have the corpora- 
tion assume their outstanding personal 
liabilities, such as for past or current 
income taxes. Section 357(a)(1) permits 
such an assumption without the recog- 
nition of gain or loss and it includes 
both business and personal liabilities. 


Care must be exercised, however, that 


Cir. 1941), cert. den. 313 U.S. 588; Pinellas Ice & 
Cold Storage Co., 287 U.S. 462 (1933). 

7 The drawing accounts are not securities. A and 
B would be taxable to the extent of the drawing 
accounts. I.R.C. Sec. 354(a)(2); Harrison, 24 
T.C. 46 (1955). 

5 See Costelloe, “Incorporation of Unincorporated 
Enterprise.” 13 N.Y.U. Tax Inst. 685 (1955). 

® The amount of the cash or property should come 
close to the value of the stock. An insignificant 
amount of cash or property will be disregarded 
and the stock will not be considered to have been 
issued for, property. Reg. Sec. 1.351-1(a) (1) (ii). 
19 If the assets were to be sold at a loss it would 
probably be preferable to have the sale made by 
the individuals to take advantage of the two-year 
operating loss carryback which would not be 
available if they were sold by the corporation. 
1JT.R.C. Sec. 453¢d). See Portland Oil Co. 109 
F.2d 479 (ist Cir. 1940), cert den. 310 U.S. 650. 
The exceptions to acceleration upon disposition 
of installment receivables specified in Section 
453(d) do not include a Section 351 incorpora- 
tion, but presumably the Service will continue its 
practice under the 1939 Code of permitting such 
an exception. See Reg. 118, Sec. 39.44-5. 

12 Tax free interest on municipal bonds also loses 
its immunity when it comes out of a corporation 
as a dividend. 

18 Jf the corporatiomy-continues the cash basis,ef 
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the 
the 
the 
not 


amount of liabilities assumed plu 
amount of any liabilities to whicn 
property transferred is subject do 
exceed the basis of the property 
transferred to the corporation. Any 
excess of such liabilities over basis might 
be subject to tax under Section 357(c) 
either as a capital gain or ordinary in- 
come.!4 

A final and important possibility in 
partial incorporation is for A and B 
personally to retain certain assets such 
as the land and buildings which they 
can rent to the corporation. This is an 
acceptable method of passing income 
from the corporation to the individuals 
for which the corporation may get a de- 
duction. It is essential that the rental 
be fair; the Commissioner 
may treat the rent as in fact a dividend. 


otherwise 


This procedure would be particularly 
advantageous in case the land and build- 
ings were sold. If sold personally by A 
and B there would be only a tax on the 
capital gain. If sold by the corporation, 
however, the corporation would have 
the gain and A and B would not be 
able to obtain the proceeds from the 
corporation except at the cost of being 
taxed onthe accumulated earnings and 
profits of the corporation as a dividend 
to the full extent thereof up to the 
amount of the proceeds. 


Multiple corporations 


Rather assets in- 
dividually, A and B may prefer the use 


than retain any 


of multiple corporations. In case of a 
sale if the land and buildings were in a 
separate corporation, it would be pos- 
sible to pay a tax on the gain and ob- 
tain the proceeds without risk that the 
proceeds might be taxed as a dividend. 
If the land and buildings were originally 
put in the same corporation as the 


the individuals, the individuals might again pay 
the deductible expenses. The corporation would 
have to capitalize its assumption of the individ- 
uals’ liabilities and thus would obtain no deduc- 
tion for such expenses. After the incorporation, 
if the corporation's bracket is expected to be low- 
er than the individual tax brackets of A and B, 
the receivables could be transferred to the cor- 
poration and thus be taxed at the lower corpo- 
rate rate. 

“Section 357(c) is new in the 1954 Internal 
Revenue Code. Neither the Committee Reports 
nor the Regulations indicate whether the section 
should be confined to liabilities related to specific 
properties or whether it also applies to liabilities 
unrelated to specific properties, as suggested in 
the text. 

15 See Reg. Sec. 1.355-1(c) (2), Example (2). If 
the real estate company has additional income 
from investments, royalties, or other services, the 
personal holding company situation should be 
considered. ’ 

16 Coastal Oil Storage Co., CA-4, 3/11/57. 

17 See. Aleorn Wholesale Co., 16 T.C. 75. 

18 Lacking a parent corporation, consolidated re- 
turns could not be filed. 

1” Hypotheek Land Co., 200 F.2d 390 (9th Cir. 
1952); Twin Oaks Co., 183 F.2 385 (9th Cir., 
1950). 
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operating business it would be exceed- 
later 
divide the business and remove the land 


ingly dangerous to attempt to 
and buildings.15 

The time to divide the assets between 
separate corporations is thus at the time 
of original incorporation wherever pos- 
sible. This timing is equally important 
the the surtax 
exemption on the first $25,000 and the 
$60,000 
accumulations. Both of these advantages 


to obtain benefits of 


credit against unreasonable 


are restricted by Section 1551 in cases 
of transfers by one corporation to an- 
other corporation. The Section does not 
individuals to 
the 


This assumes some business purpose for 


apply to transfers by 


multiple corporations at outset. 
the separate corporations and that they 
are not mere shells or sham. A business 
purpose may also be essential under 
Section 269 upon original incorporation 
by individuals of multiple corporations 
if the advantages of the $25,000 surtax 
exemption and the $60,000 credit are to 
be obtained.!6 In the subject problem it 
that the the 


real estate from liability for the debts 


would seem removal of 
of the operating corporation would be 
an adequate business purpose.!7 

The use of a separate corporation for 
the land and buildings could also reduce 
the average rate of corporate tax. If the 
operating corporation paid a reasonable 
rent to the real estate corporation, the 
taxable income of the operating corpo- 
ration would be reduced accordingly. If 
we assume that $20,000 a year is a fair 
rent for the land and buildings based 
market value this would 
$20,000 of 
estate corporation which, after deduc- 


on present 


throw income into the real 


tions for depreciation and 
would be taxed at 30%. 


the 


expenses, 
So long as the 
amount of rent in excess of de- 
preciation and expenses reduced profit 
of the operating corporation at the 
529, rate, which in turn would be tax- 
able to the real estate corporation at 
30%, a net tax saving would result. 


There are also disadvantages to the 
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use of multiple corporations. Losses of 
the operating corporation could not be 
offset against profits of the real estate 
corporation.18 

The multiple corporations 
which conduct business with each other, 


use of 


will invite the Commissioner's scrutiny 
under Section 482. Authority is given 
the Commissioner to apportion and al- 
locate deductions and credits in order 
to clearly reflect the taxpayer’s income. 
So long as the transactions between the 
the same 
terms as would occur at arm’s tength this 


c orporations approximate 


Section will not be a problem.1® This 
means that the rent must be a fair rent 
based on the going rent for similar prop- 
erty. There must constantly be con- 
sidered that if the land company has 
other income interest, 
or other personal holding company in- 


from dividends, 


come in excess of 10% of its gross in- 
come that the real estate company may 
be a personal holding company. 
Dividing assets between corporations 
may aggravate estate tax problems when 
the estate consists chiefly of the cor- 
porate neither A nor B 
would own 75% of the stock of both 
corporations the benefits of Section 303 
would not be available unless the stock 
of one of the companies alone qualified 


stock. Since 


in their respective estates under the 
eke 


35%, to 50% requirements. 


Conclusion 


Sound tax planning indicates that the 
land and should be kept 
separate from the operation of the busi- 


buildings 


ness. If A and B desire to simply retain 
this real estate as a personal investment 
it is perfectly possible for them to do 
so. However, if they wish to accumulate 
some income or expand their real estate 
activities through a separate corporation, 
the multiple corporation route is also 
available. 


There additional 


obvious nontax advantages for title to 


are also 
be in a single corporation rather than 
divided through inheritance among 
various members of separate families. * 


Miscellaneous new decisions this month 





Insurance dividend of year’s profit 
accrues at year end. Insurance companies 
required to include net premiums in 
income dividends to_ policy- 
holders; those on the accrual basis de- 
duct accrued dividends. The Service 


deduct 


rules that a dividend of the net profit 
of the company in excess of a fixed dol- 


lar amount accrues as of the end of the 
year. No debt arises upon the declara- 
tion because losses may wipe out profit 
to date. As of the year end, however, all 
the events have occurred to fix the liabil- 
ity. Rev. Rul. 57-134. 


Coop can exclude patronage dividends 


on members’ business only. A farmer's 
nonexempt cooperative marketing crops 
and selling supplies for members and 
nonmembers is permitted treat 
patronage dividends as an amount ex- 
cluded from its own gross income. This 
applies however only to dividends to 
its members if made in accordance with 
a pre-existing agreement. 
patronage dividends to members 
attributable to dealings with nonmem- 
bers, such dividends are taxable to the 
cooperative and to its members. Rev. 
Rul. 57-59. 


to 


Insofar as 
are 


Percentage depletion of clay computed 
on value of brick. The court holds 
that the precentage-depletion allowance 
to a clay-mining business is properly 
based on sales of burnt brick since the 
brick is the first commercially market- 
able product. Harvey, DC Ariz., 2/21/57. 


Oil storage terminal allowed push-back 
rule. The Tax Court holds that 
payer proved the increased income it 
would have had during the base period 
had it commenced its 
public deep water terminal two years 
earlier. The court adjusted taxpayer's 


tax- 


business as a 


computation of its storage tank capacity 
after two more years of development 
and construction and allowed a high 
average use because of the demand for 
oil storage capacity in New York during 
the war years. Tankport 
Inc., 28 TC No. 82. 


Terminals, 


Drought and farm overproduction does 
not entitle packing company to EPT 
relief. A corporation canning corn and 
tomatoes argued that drought conditions 
in 1936 and farm overproduction in 
1937 caused lower earnings during the 
base period years. The court was not 
convinced that the drought was an event 
“unusual and peculiar” in the exper- 
ience of the corporation, or that the 
farm overproduction was causally related 
to the corporation’s low base period 
earnings. EPT relief is denied. Houg- 
land Packing Co., Inc., 28 TC No. 55. 


Commercial paper was sold to bank; 
proceeds not “borrowed capital.” Pro- 
ceeds from promissory notes and condi- 
tional sales contracts assigned to a bank 
do not qualify as “borrowed capital” for 
excess profits tax purposes; the assign- 
ment agreement regarded the transfer 
of the notes and contracts as an outright 
sale of the paper involved. Brizard Co., 
28 TC No. 133. 
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New Tax Court policy seen on “shoestring” 


purchases of corporations, other redemptions 


by STANLEY G. SPRINGER 


Recent Tax Court decisions holding that dividends were created as a result of 


corporate stock redemptions are causing much concern among tax men. The court’s 


unrealistic decisions in Casale, Prunier, Pelton, and Holsey suggest a new policy in 


deciding these corporate ownership cases. 


655 


We asked Mr. Springer to comment on 


Holsey, the latest in the Tax Court’s manifestation of this troublesome view. For 


other news of Casale, see pages 258 and 271. 


oe WHO are advising clients 
| 


concerning the tax effects of so- 


’ 


called “shoe-string purchases’ of corpo- 
rations, or other adjustments in stock 
control via corporate redemptions, will 
be somewhat dismayed by the recent 
decision of the Tax Court in Joseph R. 
Holsey, 28 TC No. 107. 

\ “shoe-string purchase” is the name 
commonly given to a transaction where- 
by the ownership of all the outstanding 
common stock of a corporation is 
acquired with a minimum cash outlay 
on the part of the new owners by pur- 
chasing a relatively small number of 
shares from the retiring stockholders, 
following which the remainder of the 
shares the 


retiring stock- 


the 


owned by 
holders, are redeemed by corpo- 
ration, either for immediate payment in 
cash or, more commonly, in exchange 
for installment debt obligations of the 
corporation. 

Other frequently-engaged-in trans- 
actions involve redemptions which are 
designed to change control of the corpo- 
ration or eliminate dissatisfied groups. 

Handled properly, the sale of the 
stock to the corporation by the retiring 
may be treated as a re- 
demption under Section 302 of the 1954 
Code (Zenz v. Quinlivan, (CA-6, 1954) 
213 F.2d 914; Rev. Rul. 54-458, CB 


stockholders 


1954-2, p. 
1955-2, p. 


debt obligations are given, and less than 


167; Rev Rul. 55-745, CB 
223) and, where installment 


30%, of the selling price is paid during 
the taxable year of the sale, the gain 


may be returned on the _ installment 
method under Section 453 of the 1954 
Code (Frank H. Gilbert, 25 TC 81 


(1955), rev. on other grounds, (CA-9, 
1957) 241 F.2d 491; Minnie R. Ebner 
25 TC No. 122). 

In Holsey, the Tax Court charged the 
holder of 50% of the outstanding stock 
115 (g) 
of the 1939 Code when the corporation 


with a dividend under Section 
purchased the other outstanding 50% 
from another stockholder pursuant to 
an option which the taxpayer had as- 
signed to the corporation. 

The taxpayer argued, unsuccessfully, 
that he could not be charged with a 
dividend as the result of the payment 
made by the corporation to the other 
stockholder 
obligation to purchase the stock, but 


because he had no legal 
merely an option to do so, and that 


there was a corporate purpose to be 
served in making the acquisition, since 
divided stock ownership was contrary to 
the policy of the automobile manufac- 
turer for whom the corporation was a 
franchised dealer. 


The Tax Court held that the test to 
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be applied in determining whether a 
payment by the corporation is sub- 
stantially equivalent to a dividend to a 
particular stockholder is a benefit test: 
“whether or not the payment was for the 
personal benefit of the stockholder and 
personal benefits can result to a stock- 
holder in situations other than satisfy- 
ing his obligations.” 

the Tax 
Court held that if problems for the 


As for corporate purpose, 
corporation resulted from stock owner- 
ship, it was up to the stockholders, and 
not the corporation, to remedy the situa- 
tion, saying: “It seems obvious that it 
would not be the business of a corpora- 
tion to use its earnings to redistribute 
its stock amongst shareholders.” 

The Tax Court expressly refused to 
follow Tucker, (CA-8, 1955), 226 F.2d 
177, 


purpose for payments made by a corpo- 


which found a proper corporate 


rate distributorship to accomplish a 
similar change in stock ownership in 
manufac- 


obedience to an automobile 


turer’s 


“ 


policy requirements, saying: 
it is apparent to us in both in- 
stances the payment out of earnings was 
for the purchase price of stock that was 
designed to and did increase the stock- 
holdings of the taxpayers in the corpo- 


ration making the payment.” 


New Tax Court policy 

The Holsey decision appears to be a 
departure from the rules established by 
a number of prior decisions involving 
similar readjustments of corporate stock 
ownership and clearly suggests that, so 
far as the Tax Court is concerned, to the 
extent of available earnings and profits, 
payments made by the corporation to 
the retiring stockholders in the typical 
“shoe-string purchase” situation, and in 
other transactions designed to adjust 
stock control, may be taxed as dividends 
to the new owners, regardless of the fact 
that they have no personal obligation 
for payment of the purchase price of 
the stock acquired by the corporation, 
and notwithstanding that such readjust- 
ments of stock ownership serve what has 
heretofore been considered to be a 
corporate purpose. 

The only element in the Holsey case 
which distinguishes it from prior deci- 
sions which reached a contrary result was 
the 
stock option which had been in the 
the stockholder 
years and which was revised so as to 


existence of a long-term written 


hands of for many 
make it assignable to the corporation, 


but it is questionable that this should 
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have had any bearing on determining 
the taxability of the transaction — in 
the light of the reasoning of the earlier 
decisions on the subject. 


Older cases contra 


Consider how you would have advised 
Mr. Holsey in the light of the following 
decisions: 

In Ray Edenfield (1952), 19 TC 13, 
acq. 1953 IRB No. 13 at p. 1, the sole 
stockholder, an estate, sought to dis- 
pose of its stock without much success, 
but finally found a group which was 
willing to come up with a substantial 
amount of cash (which the estate needed) 
to acquire 100% ownership of the corpo- 
ration, which amount, however, was 
substantially less than the net worth of 
the corporation. To accomplish the sale, 
an arrangement was worked out whereby 
18% of 


group at the price which they offered 


the stock was sold to the new 
and the remaining 82% was redeemed 
by the corporation in exchange for mort- 
gage notes. 

The that 
the payments made by the corporation 
the 


Commissioner determined 


on mortgage notes were dividends 
to the new stockholders, arguing that 
such payments were in reality payments 
made on behalf of the purchasing group 
in order to permit them to acquire the 
corporation. 


The 
termination on the grounds that the new 


Tax Court reversed this de- 
stockholders had no personal obligation 
in connection with the notes given by 
the corporation to the selling stock- 
holder and the payments, therefore, did 
not satisfy any legal obligation of the 
stockholders. The Tax Court observed, 
though it is not clear how much of a 
that 


the evidence indicated that the purchas- 


bearing this had on its decision, 
ing group did not participate in plan- 
ning the arrangement for sale and re- 
demption, but merely accepted the plan 
as it was offered to them. 

In Fox v. Harrison (CA-7, 1944), 145 
F.2d 521, the 


the outstanding stock was apparently 


holder of two-thirds of 


unhappy and wanted to dissolve the 


corporation. Taxpayer, the holder of 


the other one-third of the stock, did 
not want to do so. The corporation re- 
deemed a portion of the dissatisfied 


stockholder’s stock by cancelling a large 


indebtedness which he owed to the 
[Mr. Springer is associated with the 


Milwaukee law firm .of Whyte, Hirsch- 
boeck, Minahan, Harding &. Harland.| 


November 1957 


corporation, but it was unable to raise 
sufficient funds to redeem the remainder. 
The taxpayer attempted unsuccessfully 
to arrange a loan for the corporation 
and finally borrowed the money per- 
sonally and purchased the remaining 
stock, which was later purchased from 
him by the corporation. 

The argued that a 
dividend resulted when the corporation 
purchased the stock from the taxpayer, 
but the court found that the taxpayer, 
in purchasing the stock, was doing so 


Commissioner 


as the agent of the corporation, as a 
temporary expedient, with the under- 
standing that the corporation would 
purchase the stock from him when funds 
became that, therefore, 
be treated as if 
there had been a direct purchase of all 
of the stock of the retiring stockholder 


available, and 


the transaction must 


by the corporation. Treating the trans- 
action in this manner, the court found 
that no dividend resulted to the remain- 
ing stockholder. 

In Fred F. Fischer (1947), 6 TCM 
520, the stock of a minority stockholder 
was purchased by the corporation in 
connection with the settlement of litiga- 
the beneficial 
owner of a majority of the stock, and 


tion to which taxpayer, 
the selling stockholder, were parties. 
The Tax Court held that the pay- 
ment for the stock did not constitute a 
dividend to taxpayer because the selling 
stockholder had evidenced dissatisfac- 
tion with the management of the corpo- 
ration [the taxpayer, incidentaily, was 
the principal managing officer], and a 
corporate purpose was served in buying 
her out and restoring harmony, any 
resulting personal benefit to the tax- 
payer being not of a kind which would 
justify a holding that any part of the 
purchase price was a dividend to him. 
In Tucker, the Tax 
Court expressly refused to follow in the 


supra, which 
Holsey decision, the corporation, a Ford 
distributorship, was threatened with loss 
of its taxpayer did not 
of the stock. A 
minority stockholder agreed to sell to 


franchise _ if 
acquire at least 50% 


taxpayer at a certain price if the corpo- 
ration would agree to pay him 20% of 
its earnings for the next five years. 
The determination 
that the 20% payments were dividends 
to taxpayer was upheld by the 
Court, the 


Commissioner‘s 


Tax 
court reversed, 
holding that the payments made by the 


but circuit 
corporation were primarily for its own 
benefit and served a_ business purpose, 
since the corporation would have lost its 


franchise as a distributor if taxpayer had 
been unable to secure at least 50% of 
the stock. 

In a case involving the question of 
whether there 


had been an unreason- 


able accumulation of earnings and 
profits under old Section 102, a proper 
corporate business purpose has _ been 
found in the use of such surplus to buy 
out one group of stockholders where 
that group and the remaining group 
differed as to whether the corporation 
should be sold or merged rather than 
expanded on its own (Dill Manufac- 
turing Co., (1939), 39 BTA 123, where 
the Board said: ‘“The [corporation] con- 
stituted the life work of its operating 
officers [the remaining group]. They had 
built it and were proud of it. The pro- 
the 


independence of that work was scarcely 


tection of economic and financial 


less warranted as a business purpose 
than if [the corporation] had been an 
individual.”’) So also, in the case of a 
two-family corporation, the use of sur- 
plus to buy up the stock of one family 
rather than have it go on the market 
with the chance of acquisition by per- 
sons who differed in policy with the 
present owners and might disrupt har- 
mony in the corporation, was held a 
proper business purpose and Section 102 
was not applied. (Gazette Pub. Co., 103 
F. Supp. 779 (DCED Ark., 1952); cf. 
Pelton Steel Casting Co., 28 TC No. 20, 
appeal pending CA-7. 

Moreover the view has been taken by 
the courts and the Service that an ex- 
change of preferred stock for common 
stock which is designed to shift control 
of a corporation to those who are active 
in its management is a reorganization 
which serves a corporate purpose (El- 
mer W. Hartzel (1939), 40 BTA 492, 
acq. 1939, 2 CB 16; Marjorie N, Dean 
(1948), 10 TC 19, acq. 1949, 1 CB 1; 
Rev. Rul. 55-112, 1955-1 CB 344). 


Personal Obligation 

The significant feature of the cases 
where a dividend was charged to a stock- 
holder as the result of payments made 
by the corporation for the stock of 
other stockholders has been the personal 
obligation of the taxpayer in connection 
with the stock purchase. 

For example, in Wall (CA-4, 1947), 
164 F.2d 464, taxpayer, the holder of 
50% of the stock, agreed to buy out the 


holder of the remaining 50% and gave 
his personal notes for the price, the 
stock being held in trust pending pay- 
ment. Taxpayer later transferred his 
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equity in the stock to the corporation in 
exchange for its agreement to pay the 
notes as they fell due. The court held 
that the payments by the corporation 
were dividends to taxpayer because they 
satisfied his personal legal obligation to 
pay the notes. 

In answer to Wall’s argument that the 
transactions should be treated as if the 
corporation had purchased the stock di- 
rectly from the retiring stockholder, the 
court observed that the transaction had 
not in fact been handled in that man- 
ner, that if it had been there would 
have been no personal obligation on 
taxpayer’s part, and that “it is precisely 
the payment of that obligation by [the 
corporation] which constitutes income to 
taxpayer].” 

In Lowenthal (CA-7, 1948), 169 F.2d 
694, the taxpayer and his associates drew 


funds from the corporation on open 
account to purchase the stock of the re- 
maining stockholder and _ later — sur- 
rendered the stock so acquired to the 
corporation in cancellation of the debts. 
The court held that the surrender in 
cancellation of the debts was a dividend, 
since there was no change in the pro- 
portionate interests of the stockholders 
involved and that there was no evidence 
to support the contention that the 


stockholders purchased the stock as 
agents for the corporation, thus distin- 
guishing the facts from those in Fox v. 
Harrison, supra. There is at least an 
inference, therefore, that the — stock- 
holders might have escaped taxation if 
the corporation had purchased the stock 


directly. 


Conclusion 


If stare decisis is to have any meaning 
in the Tax Court, non-dividend treat- 
ment to the new or remaining stock- 
holders seems indicated in view of the 
above decisions, the importance placed 
upon the question of whether the pay- 
ment satisfied a personal obligation of 
the stockholder, and the ease with which 
the courts had found corporate business 
purposes to be served by readjustments 
in stock ownership and control. In view 
of the clear rationale of the prior cases, it 
is not surprising that one writer, after 
discussing the argument that “shoe-string 
purchases” 


debt obligations of the corporation are 


involving redemptions with 


virtually indistinguishable economically 
from the Wall situation, and represent 
a more logical case for dividend treat- 
than 


ment to the new stockholders 


similar redemptions where surplus is 
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used and the entire price paid in cash, 
concluded: “Despite these arguments, 
the point now seems well established 
that in the absence of a direct personal 
obligation by the buyer, distribution by 
the corporation in redemption of the 
seller’s shares will not constitute a divi- 
dend to the buyer under Section 115 
(g).” (9 Tax Law Review 354, 357 
(1954)). 

While the tax effects of stock redemp- 
tions on the selling stockholders in 
transactions of the nature under discus- 
sion has been, if not materially changed, 
at least codified, by Section 302 of the 
1954 Code, particularly the “complete 
redemption” provisions of Section 302(b) 
(3), the tax effects on the remaining or 
new stockholders continues to be gov- 
erned by the same general provision 
under the 1954 Code as it was under the 
prior law—and that is whether the dis- 


tribution by the corporation is sub- 


stantially equivalent to a dividend to 
them (Section 302(b)(1)). The Service has 
given warning that it is going to ex- 
amine transactions of this nature care- 
fully to determine whether the redemp- 
tion has the effect of a dividend to the 
remaining stockholders. (Rev. Rul. 54- 
458, CB 1954-2, p. 167; Rev. Rul. 55-745, 
CB 1955-2, p. 223). 

All in all, the writer feels that Mr. 
Holsey may have been the unfortunate 
victim of a reversal of policy on the part 
of the Tax Court and that, unless the 
Holsey case is appealed and _ reversed, 
taxpayers had better be prepared to 
demonstrate, before the Tax Court at 
least, a much stronger business purpose 
for such redemptions than has hereto- 
fore been required, and incoming or 
continuing stockholders should avoid be- 
coming personally involved in the ar- 
rangements between the corporation and 
the selling group. 


Casale reversal clarifies relation between 


stockholder and controlled corporation 


ee of closely held com- 
panies, tax advisors and insurance 
men enthusiastically welcomed the re- 
cent decision of the U. S. Court of 
Appeals for the Second Circuit reversing 
the Tax Court’s Casale decision (CA-2, 
9/5/57, rev’g 26 TC 131). The planning 
department this month contains a full 
analysis of this case (see page 258) and 
we have only a few words to say about 
it here. 

When the Tax Court disregarded 
the corporate entity and taxed the con- 
trolling shareholder for constructive 
dividends for the amount of the pre- 
miums on life insurance on his life, 
even though the policy was owned by 
and made payable to the corporation, 
tax and insurance men throughout the 
nation shuddered. Casale was followed 
in short order by Prunier and Sanders, 
which cast an even darker cloud over 
the whole field of insurance in connec- 
tion with retirement and deferred com- 
pensation plans as well as with buy-and- 
sell stock agreements. 

Some authorities argued that Casale 
was an extreme or unique case in that 
Mr. Casale was a 98% shareholder and 
moreover, the deferred compensation 
agreement and the purchase by the 
corporation of the funding life insur- 
ance policy were not only simultaneous 


but were even authorized in the same 


corporate resolutions. These factors un- 
doubtedly influenced the Tax Court in 
arriving at its disturbing conclusion that 
the corporation was a “mere conduit be- 
tween taxpayer and the insurer” and the 
whole transaction was a “sham for tax 
purposes.” 

The Second Circuit, in reversing and 
refusing to sustain the taxability of the 
premiums as dividends to Casale, plainly 
felt that the similarity between the 
agreement and the insurance policy was 
not significant. This feature indicated 
only that Casale “controlled the corpo- 
ration, not that he is the corporation.” 

Of compelling importance was the 
court’s refusal to accept the Tax Court’s 
finding of sham and that the corpora- 
tion was merely a conduit. The only 
basis for the lower court’s finding was 
that petitioner was controlling share- 
holder, but such a theory would apply 
equally to every corporation having one 
or more controlling shareholders. ‘This 
argument thus encompasses all corpora- 
tions which are dominated by one or 
more controlling shareholders.” 

The Court of Appeals took a realistic 
view in holding that the policy was 
owned by the corporation and was truly 
a corporate asset. “In any event, there 
is no warrant for calling the benefit 
‘immediate,’ for at best it was only tenta- 
tive. Despite the Commissioner's efforts 
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to show the illusory nature of the for- 
feiture conditions of the contract (e.g., 
voluntarily leaving the corporation’s 
employ against the wishes of the corpo- 
ration) we believe that the corporation’s 
insolvency would have terminated for- 
ever taxpayer's interest in the policy (if, 
indeed, he ever had any interest)... .” 

. The policy is a corporate asset 
in every sense of the word: as the Tax 
Court found, the corporation paid the 
premiums and ‘possessed the right to 
assign the policy; the right to change 
its beneficiary; the right to receive divi- 
the 
the right to borrow on the policy in an 


dends as declared by insurer; and 
amount not exceeding its loan value.’ 
In the event of insolvency, corporate 
the 
policy as they might any other asset. 
Lincoln Nat. Life Ins. Co., 62 F.2d 582, 


(5th Cir.). Taxpayer would at most have 


creditors would be able to reach 


an unsecured claim under this contract 
and would share pro rata or he might 
subordinated to the claims of 
other creditors. See Pepper v. Litton, 308 
eS. 

One particularly interesting and sig- 
If Casale 
died between the 9th and 13th year of 


even be 


295.” 


nificant feature was stressed. 
the policy, the corporation would have 


received an amount well in excess of 
$50,000, but it could carry out its con- 
tractual obligation to the taxpayer for 
$50,000. Here was additional demonstra- 
tion that taxpayer did not own the 
policy. 

This feature is typical of many de- 
ferred compensation plans where insur- 
ance may be used to carry out the corpo- 
rate obligation to pay the deferred com- 
pensation benefits. Frequently the tax- 
free death benefits receivable by the 
corporation will exceed substantially the 
obligation the corporation may have to 
the family or other beneficiaries of the 
employee. Of equal significance is the 
fact that there is no need or require- 
ment that the death benefits or the re- 
tirement benefits be paid out of the 
insurance proceeds or cash surrender 
value. The company may prefer for good 
business reasons to make these con- 
and 


future earnings, particularly where the 


tractual payments out of current 
employee or widow is to receive such 
payments in installments over a period 
of years. In a sense the insurance policy 
is similar to any corporate reserve, which 
may be used, if advantageous, to carry 
out a specific purpose, but which is avail- 
able for all other corporate purposes and 
obligations. 
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The Court of Appeals was keenly 
aware of the real situation when it com- 
mented: “At most, the policy indicated 
to the taxpayer what method the corpo- 
ration had chosen to enable it to live up 
to the contract obligation. The policy 
itself did not inure to the taxpayer's 
it earmarked for him. 
If business warranted, taxpayer’s month- 


benefit nor was 


ly retirement payments could have been 
made from general cash or a special re- 
The benefit to 

was form of a 
life 


rather in 


economic 
the 
estate, 


serve fund. 


taxpayer not in 
$50,000 


but 


insurance as such, 


another new corpora te 


asset upon which he or his executor 
might levy if the corporation should de- 
fault on its contractual obligation.” 
The reversal of the Casale case carries 
out a pattern established in Emeloid Co. 
(CA-3, 1951), 189 F.2d 230, the 
Third Circuit reversed the Tax Court, 
held that 
for 


where 


and there was a_ business 
insurance 
the per- 


mitting the purchase of stock of any 


purpose purchased by a 


corporation for purpose of 
deceased stockholder. The Court of Ap- 
peals properly observed that key-man 
insurance served a very important busi- 
ness purpose, commenting: “What cor- 
porate purpose could be _ considered 
more essential than key-man insurance? 
The business that insures its buildings 
and machinery and automobiles from 
every possible hazard can hardly be ex- 
pected to exercise less care in protecting 
itself against the loss of two of its most 
vital assets—managerial skill and exper- 
ience. In fact, the Government has not 
seriously contended here that key-man 


insurance is not a proper corporate pur- 


pose.” 
We think a note of caution is indi- 
cated. While the Second Circuit has 


adopted a very realistic and businesslike 
approach to the problem, we have not 
yet reached the point of unrestrained 
enthusiasm. The Sanders and Prunier 
decisions still stand so far unreversed, al- 
though it is not clear what restraining 
effect the Casale reversal may have on 
those cases. (We understand that both 
of these decisions are on appeal.) 
Moreover, while the “sham transaction” 
and “corporate conduit” theories have 
been rejected, the Commissioner may 
continue his frontal attacks on the use 
of insurance in funding stock and de- 
ferred compensation agreements in the 
case of closely held corporations, particu- 
larly where the key employee-shareholder 
has the slightest element of control or 
incident of ownership in the policy it- 
self [e.g., right to change the beneficiary]. 
Meanwhile, it is evident that all 
plans in which insurance is indicated 


new 


should be very carefully drawn, and 
only after a comprehensive study of the 
Casale, Prunier and Sanders opinions. 

One further note of caution is indi- 
cated before Casale is laid back on our 
We 
arrangements 


shelves of historical tax decisions. 


have heard of insurance 
where, in lieu of the direct ownership 
of the policy by the company as in 
Casale, the policy is assigned to a trustee 
to carry out the deferred compensation 
plan. We think a substantial risk could 
be incurred in this arrangement since 
the cloak of 


cepts in 


the Second Circuit’s con- 
No 
longer could it be urged that the policy 


Casale may not cover it. 
is owned by the company and _ subject 
to the claims of its creditors, hence even 
the Second Circuit might agree with the 
Commissioner that in that situation the 
employee would have secured an imme- 
diate and taxable interest. 


New corporate decisions this month 


No interest deduction on notes for 
stockholders’ assets; not “borrowed capi- 
tal.” Two equal partners transferred 
their partnership assets on 12/1/46 to a 
corporation which they owned in return 
for two 5% notes of $50,000 each, pay- 
able over five years. The notes were not 
actually executed until 5/31/51 and 
were then made payable “on demand 
with six months notice” at 4% interest. 
The court concludes no debtor-creditor 
relationship was intended nor had been 
established with respect to the notes. As 
a consequence interest paid on the notes 
during 1951 was not deductible, and 





the notes could not be included in “bor- 
rowed capital” in the computation of 
the excess profits tax. Canton Tool 
Manufacturing Co., TCM 1957-161. 


Accommodation advances to controlled 
corporation are non-business. Taxpayers 
were the directors, and 
officers of a corporation to which they 
made short-term advances, never repaid 
because of bankruptcy. Although it was 
shown that over a 10-year period tax- 
payers, in varying combinations and 


stockholders, 


groups, actively looked for investment 
opportunities, the Tax Court found they 
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were not in the business of promoting, 
organizing and financing business ven- 
The 


worthless could only be taken as non- 


tures. advances’ which became 


business bad debts—i.e., a short-term 
capital loss. Similar treatment given to 
payments made by one taxpayer because 
of his liability as endorser of the corpora- 
tion’s note. This court affirms. Towers, 


CA-2, 8/2/57. 


Dividend on redemption of part of 
stock; purpose was individual, not corpo- 
rate benefit. Taxpayer owned half of 
the stock of two auto dealerships and 
stock- 


holder who had held equal interests had 


one third of another. Another 


transferred part of his shares to family 
The 


policy of denying dealerships to corpora- 


trusts. manufacturer adopted a 
tions having trusts as stockholders. It 
was decided therefore that the corpora- 
tions would redeem some of the shares 
held by the trusts, and the grantor would 
buy the rest. Finally, the corporations 
would redeem enough shares of other 
stockholders to restore the original pro- 
The 
held that the redemption from the in- 


portionate interests. Tax Court 
dividuals was a dividend. The purpose 
was the advantage of the individuals, not 
the corporation. This 


Phelps, CA-9, 7/24/57. 


court affirms. 


issets withdrawn from corporation by 
stock 
agreed to sell all the stock of his corpo- 


seller not dividends. ‘Taxpayer 
ration for a price to be determined by 
an audit as of April 30. The buyers 
assumed management and control on 
\pril 30 and the auditor submitted his 
report on June 1. During May, taxpayer 
withdrew certain insurance policies, ac- 
notes receivable and cash 
The 


held these withdrawals represented divi- 


counts and 


from the business. district court 
dends to the taxpayer. This court re- 
verses. The buyers became the beneficial 
owners after April 30. Assets withdrawn 
by the taxpayer represented part of the 


purchase price. Mayer, CA-5, 8/13/57. 


Buyout of co-stockholder by corporation 
a dividend to remaining stockholder. 
stockholder had since 


l'axpayer, a 50% 
1946 held an option to purchase the 
remaining shares of an auto sales com- 


He 
assigned the option in 1951 to the com- 


pany from the other stockholder. 
pany which immediately exercised it and 
paid $80,000 for the stock. 


argued that the exercise of the option 


Taxpayer 


served a business purpose since the auto 
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manufacturer opposed the divided stock 
ownership in the dealership. The court 
holds, however, that the payment by 
the corporation out of earnings was 
made at such time and in such manner 
as to be essentially equivalent to the 
The 
effect of the purchase was to give tax- 


distribution of a dividend. net 
payer complete stock ownership for his 
pérsonal benefit. [See comment on page 
269. Ed.| Holsey, 28 TC No. 107. 


Expenses not a corporate expense; divi- 
dend to stockholder. A corporation made 
certain expenditures in connection with 
designing, constructing, and racing of 
speed boats. Prior to the years in con- 
troversy, such activities were purely the 
hobby of its sole stockholder, while the 
business of the corporation consisted of 
owning and renting a building. The 
court finds that the corporation did not 
enter into a true business venture of 
exploiting these racing boats for profit; 
that its activities were a continuation 
of the shareholder’s hobby for his per- 
sonal pleasure and satisfaction; that it 
contemplated merely the possibility of 
entering into a commercial venture at 
some future time which never did even- 
The 
expenditures were not deductible by the 


tuate. court therefore holds the 


corporation but were properly includible 


in its stockholder’s income as taxable 
dividends. American Properties, Inc., 28 
TC No. 127. 

Premium paid to fund 


stockholder’s retirement agreement not 


controlling 


a dividend to him. In order to fund a 
retirement pension agreement with its 
president and principal stockholder, a 
corporation took out a combined life- 
annuity contract to mature at age 65. 
The corporation was declared to be the 
owner of the policy, but the officer, by 
agreement with the corporation, was 
given the right to designate the bene- 
ficiaries in the event of his death. The 
held that the 
mium of $6,000 paid by the corporation 


Tax Court annual pre- 
represented a distribution equivalent to 
a taxable dividend. This court reverses. 
The stockholder received no immediate 
benefit, if any benefit at all, from the 
insurance contract and it was subject 
to possible claims by corporate creditors. 
[See comments on page 258 and 271.— 
Ed.| Casale, CA-2, 9/5/57. 


Syndicate to market one bond issue not 
taxable as a corporation. A syndicate of 
investment dealers was or- 


banks and 
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ganized to submit a bid on a single issue 
of municipal bonds. If the bid is ac- 
cepted the manager accepts the bonds, 
pays the bid price, and delivers them 
to participants at the bid price. They 
The 


manager makes some sales direct, largely 


in turn sell them to the public. 


to institutional investors. There is no 
that 
members of the syndicate will partici- 
The IRS 


that the syndicate lacks the continuity 


agreement, express or implied, 


pate in later offerings. rules 


of life characteristic of a corporation and 
Rev. 


that it will not be taxed as 


Rul. 57-341. 


one. 


Swap of “property of like kind” by two 
companies tax free. A parent telephone 
company caused one of its subsidiaries 
to exchange all of its operating assets 
for all of 


telephone company and cash to equalize 


the similar assets of anothe1 


the value of the assets. The Service rules 
that the exchange is of property of like 
kind and gain will be recognized only 
to the extent of cash received. The rul- 
ing calls attention, without comment, 
to a case and a ruling involving the 
allocation of the sales price of a going 
each asset. 


sold as a unit to 


Rul. 57-365. 


business 


Rev. 


Subsidiary can deduct interest and serv- 
ice charges paid to parent. Taxpayer 


here had paid interest and _ service 


charges to its parent corporation in years 
it filed separate returns. The deduction 
the 
under the authority of 1939 Code Sec- 


was disallowed by Commissioner 
tion 45, relating to allocation of income 
and deductions among related taxpayers. 
The court overrules the Commissioner, 


holding that the charges were those 


which would have been made between 
unrelated enterprises dealing at arm’s 
length and as such the amounts were 
reasonable and the purpose justified. 
Seaboard Commercial Corp., 28 TC No. 


119. 


Corporation may be collapsible if it 
distributes FHA windfall. A 
tion by a corporation of the excess of its 
FHA-insured 
cost of construction is a dividend under 
the 1939 Code to the extent of the avail- 


distribu- 


mortgage loan over the 


able earnings and profits. Any excess re- 
the stock 
thing remaining after that is taxed as 


duces the basis of and any- 


capital gain. However, distributions 


12/31 
of the collapsible corporation section, 


made after 19, the effective date 


will be taken into consideration under 


November 1957 

both the 1939 and 1954 Codes in deter- 
mining whether the corporation con- 
stitutes a collapsible corporation. (The 
1954 Code specifically prescribes divi- 
dend treatment for distributions after 
6/22/54). Rev. Rul. 57-357. 

FHA “windfall” profits capital (Old 


Law) This headlined 


case has an interesting sidepoint regard- 


[Acquiescence]. 


ing capital gain and ordinary income. 
The taxpayers were stockholders of sev- 
eral corporations organized to build and 
operate housing projects financed by 
FHA-insured mortgages. The mortgages 
on the property were greater than the 
actual The stock- 
cash distribution of 
the 
The Tax Court held 


cost of construction. 
holders received a 
the difference between loan and 
construction cost. 
that the distribution was to be applied 
against the basis of the stock and any 
excess was taxable as capital gain. The 
Tax Court was afirmed on appeal, 236 
F.2d 612. [Section 312(j) of the 1954 
Code closes this loophole for distribu- 
1954, by 


treating the proceeds of U. S.-insured 


tions made after June 22, 
loans as “earnings and profits” to the 
extent they exceed the basis of the prop- 
erty mortgaged.—Ed.] Gross, 23 TC 756, 


acq. IRB 1957-33. 


A method of allocating consolidated in- 
come tax liability outlined. For the pur- 
pose of determining accumulated earn- 
ings and profits the Code prescribes 
three methods of allocating consolidated 
income tax among the group. Any other 
method approved by the Treasury may 
be used. The method must be elected 
in the group’s first return. The IRS 
now rules that it will approve a method 
whereby members of an affiliated group 
different 
types of operations allocate the con- 


of corporations engaged in 


solidated income tax liability in the 
following way: (1) the consolidated in- 
come tax liability is first apportioned to 
each operational group in the ratio 
which the operational group’s taxable 
income the consolidated in- 
come; (2) the tax liability so apportioned 
is then 


bears to 


allocated to each member of 
the operational group by the ratio of 
each 


member’s taxable income to that 


of the group; (3) any foreign income 
taxes paid by a member is then applied 
in reduction of such allocated amount. 
Rev. Rul. 57-392. 
Each property 


separate business for 


partial liquidation; actual shares re- 


deemed ignored. The IRS rules that 
each of and 
operated by a real estate corporation (it 
owned three in all), having been held 
for more than five years, qualified as a 


two properties owned 


separate business and the distribution of 
one to the stockholders qualifies as a 
partial liquidation. In computing the 
stockholders’ capital the 
shares redeemed is to be 


gain actual 
number of 
ignored. The number of shares so re- 
deemed shall be deemed to be the same 
proportion of total shares outstanding 
as the value of the property distributed 
was of all the property of the corpora- 
tion. Rev. Rul. 57-334. 


Subsidiary’s distribution to parent in- 
sufficient to satisfy preferred stock; loss 
on common recognized {Nonacquies- 
cence]. Taxpayer-corporation, in liqui- 
dating its wholly owned subsidiary, re- 
the 


liquidation rights of the preferred. It 


ceived assets insufficient to meet 
claimed a loss on the common despite 
the 1939 


112(b)(6) denying gain or loss on liqui- 


provision of Code Section 
dation of a subsidiary (same as 1954 
Code Section 332). The court agreed. 
The nonrecognition provisions on the 
liquidation of a subsidiary will apply 
only when there is a distribution in 
liquidation of the common or voting 
stock. Here the preferred stock claims 
captured all the assets and there was 
nothing left to distribute to the parent 
the 


sidiary. Two judges dissenting see 


as a common stockholder in sub- 
no 
authority in the Code for giving special 
treatment when preferred is involved. 


Chis is a liquidation of a wholly owned 


subsidiary; loss should be disallowed. 
Spaulding Bakeries, Inc., 27 TC 684, 
nonacq. IRB 1957-32. 

Advances upon incorporation were 


equity investment. Advances of 
$144,000 by the 
thinly capitalized corporation are held 


some 


incorporator to his 


to be a capital investment rather than a 
loan. Repayment was wholly contingent 
upon the corporate net income and 
there was no definite obligation to pay 
a fixed sum at a fixed maturity date. 
Worthlessness of the investment is held 
1950 the 
corporation was adjudicated a bankrupt 
than in 1949 when the _ bank- 


ruptcy court ordered a sale of the assets 


to have occurred in when 


rather 


as part of a reorganization plan. The 
loss on worthlessness is on a worthless 
security (capital), not a 
Polizzi, TCM 1957-159. 


bad debt. 
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Well-drawn will prevents common disaster 


from nullifying marital deduction 


by DAVID STOCK 


Vo estate-planning job is complete unless the will provides for the proper use (01 


non-use) of the marital deduction. If the testator and his spouse should meet a 


ymmon disaster marital-deduction plans are often nullified. This tax problem must 


onsidered carefully in choosing among the various standard common disaste) 


iuses. Mr. Stock considers the common and statutory law on the subject, analyzes 


al clauses and makes suggestions for their use in various cases, all with con- 


leration of the tax aspect of each solution. 


i GREAT INCREASE in concern about 
common 


justification, even though the motivating 


disaster has considerable 
circumstance is usually the wrong one. 
Mr. Testator, who for several years has 
neglected the making of any will, or a 
required new one, communicates with 
his lawyer on a Thursday afternoon and 


says he wants a will before the follow- 
ing Tuesday, when he is flying to 
Europe with his wife, thinking about 
the risk that both of them might be 


killed in an airplane accident. He and 
his wife have been exposing themselves 
to the much less remote hazard of death 
on the highways, and may very well do 
so over the intervening week-end, but 
only the dramatic and vivid impact of 
the possibility of an airplane accident 
finally serves to overcome his inertia 
about a will. He not only wants a will, 
quickly, but he wants the will to give 
him the tax advantage of the marital 
the event of a 


deduction in common 


disaster. There have been no children 
of the marriage between him and his 
but he 


wile has children of a_ prior 


marriage. 


The problem 


In his discussion with his lawyer, in 
which the common disaster aspect seems 
to haunt him, he learns that in the event 
of a common disaster, (1) his wife might 
survive him momentarily but not long 


enough to enjoy and make disposition 


of the property he wants to leave her, 
and that the property instead of going 
to his children will, Heaven forbid, go 
to his mother-in-law and an estranged 
sister-in-law; 


(2) destructive litigation 


may very well ensue between his execu- 


tor and his wife’s family as to whether 
he or his wife was the survivor, and (3) 


in the event of his wife’s temporary 


survival, there will be multiple estate 
inheritance and administra 


and taxes 


tion expenses. 

Although we shall be concerned main- 
ly with methods of attempting to in- 
sure a marital deduction in the event of 
simultaneous deaths or temporary sur- 
vivorship, it should be noted that, in 
many cases, while a marital deduction 
may provide a practical advantage in 
the event of protracted survivorship by 
the wife, it would be disadvantageous in 
the event of simultaneous deaths or a 
short survivorship. Thus, even where 
the wife has a substantial estate of her 
own and the simple arithmetic shows a 
1 Morgan v. Sackett, 16 N.Y.S.2d 583; Masonic 
Temple Association of Atlantic City, 120 N. J. 
Eq. 183; Schaefer v. Holmes, 277 Mass. 468; Bal- 
dus v. Jeremias, 296 Pa. 313; In re Metzger’s Es- 
tate, 140 Ohio St. 50; 25 Corpus Juris Secundum, 
page 1069; Wigmore on Evidence #2532. 


2 Modern Woodmen of America, 335 Ill. 239; In 


re Strong’s Will, 12 N.Y.S.2d 544; In re Kim- 
mey’s Estate, 326 Pa. 33. 
%In re Estate of Markiewicz, 71 Ohio L. Abs. 


143, 129 N.E.2d 328; McGhee v. 
234 S.W. 509, 18 A.L.R. 103. 
‘In re Macklin’s Will, 30 N.Y.S.2d 706; In re 
Smith’s Estate, 168 N.Y.S. 588; Baldus v. Jere- 
mias, supra Modern Woodmen of America, supra. 
5 Uniform Laws Annotated, Vol. 9A, page 263. 

® Cramer v. Browne, 159 Kan. 423; Blanche L. 
Steele, Mont., Billings Div., Dec. 1, 1956. 

7 Allen C. Street Estate, 25 TC 673; Kasper v. 


Henry (Tenn.), 
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higher aggregate of taxes if a marital de- 
duction is assumed, the advantage of a 
marital deduction may be substantial if 
a surviving wife will have the use of 
the tax saving on the first estate. If the 
wife is relatively young so that there is 
the probability of long survivorship, the 
accretion of income on the taxes saved 
in the husband’s estate and the possibil- 
ity of reduction of the marital portion 
by gifts and consumption of principal 
of marital property by the wife so as to 
reduce sufficiently the ultimate estate tax 
on her estate, may indicate the practical 
advantage of seeking the marital deduc- 
tion. Accordingly, the marital deduction 
may be desired where there will be rela- 
tively long survivorship of the wife, but 
will be disadvantageous in the event of 
simultaneous deaths or temporary sur- 
vivorship, such as would arise from com- 
mon disaster. 

Before going into the question of 
what, if anything, the lawyer should put 
in Mr. 


possible results of a common. disaster 


Testator’s will, to obviate the 
that are worrying him, let’s see what the 
law provides with respect to common 
disasters, in the absence of a provision 


in the will. 


The uniform simultaneous death act 


At common law, it has been the gen- 
eral rule in most states that where two 
or more persons perish simultaneously 
there is no presumption as to survivor- 
ship, regardless of the difference in age, 
sex or physical strength, and the bur- 
den of proving survivorship of any such 
person is upon the one asserting it.! 
Where there is no evidence as to which 
one died first, the courts will dispose of 
rights as deaths 


property though the 


occurred at the same time—neither 
person being entitled to share in the 
estate of the other.? Such simultaneous 
deaths of joint tenants or of tenants 
by the entireties terminate such tenancy 
and convert it into a tenancy in com- 
mon, with an equal share passing as 
the property of each tenant? Likewise, 
upon such simultaneous deaths of an 
insured under a life insurance policy 
the the 


estate of the beneficiary is not entitled 


and beneficiary thereunder, 
to the insurance proceeds.* 

The Death 
Act, which has been adopted by forty- 
Alaska 
the 
rule in the foregoing categories. The 


Uniform Simultaneous 


one states and and Hawaii,® 


codifies and clarifies common law 


general rule is stated as follows in Sec- 
tion | of said Act: “Where the title to 
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[David Stock is a member of the New 
York law firm of Ehrich Stock Valicenti 
Leighton & Holland.| 
property or the devolution thereof de- 
pends upon priority of death and there 
is no sufficient evidence that the persons 
have died otherwise than simultaneously, 
the property of each person shall be dis- 
posed of as if he had survived, except 
as provided otherwise in this act.” 
The Death 
Act expressly does not apply “in the 


Uniform Simultaneous 


case of wills, living trusts, deeds, or 
contracts of insurance wherein provision 
has been made for distribution of prop- 
erty different from the provisions of 
this act,” nor to the distribution of the 
property of a person who has died be- 
fore the Act takes effect in the particular 
state which has adopted it. The Act, as 
adopted in New York and Massachusetts, 
contains the additional provision that it 
does not apply to the distribution of 
property under an instrument, other 
than a will, executed before the Act took 
effect. 

Assuming that the foregoing common 
in the 


lestator is domiciled, 


law or statutory rule is in effect 
state in which Mr. 
his lawyer will understand that, in effect, 
it provides a presumption of Mr. Testa- 
tor’s survival only in the event that the 
deaths are really simultaneous, and that 
the rule will not meet the situation that 
concerns Mr. Testator if there should be 
evidence of even a brief survival by his 
wile. 

Thus, while the law will rule out the 
survival of Mrs. 


lestator in the event of 


really simultaneous deaths, the lawyer 
the 
of some survival by her. 


has the problem of taking care of 
contingency 
What kind of provisions have lawyers 
been using under such circumstances 
and what clauses should be used? It is 
probably safe to say that, in such situa- 
tions, most lawyers have used in wills 
one of the following clauses, or slight 
variations thereof, with the proviso that 
in the event of the deaths of Mr. Testa- 
tor and his wife under the circumstances 
set forth in said clause, the wife should 
Mr. 


Testator: (1) under such circumstances 


be deemed to have predeceased 


that it is difficult to determine who died 
first; (2) if living at the time of distribu- 
tion of my estate; (3) as a result of a 
common disaster (hereinafter referred to 
as the ‘common disaster clause’), and 
(4) if my said wife shall not survive me 
for at (hereinafter 
referred to as the time clause). 


least months 
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The first of the above clauses is un- 
satisfactory because it itself presents a 
litagable question as to whether “it is 
difficult to determine who died first.” In 
any event, it does not seem dependably 
to go beyond the operation of the Uni- 
form Death Act. The 
second of the above clauses is also un- 


Simultaneous 


satisfactory, because of the danger that 
a court will interpret it to require 
merely any survivorship by the wife’— 
which gives no aid to the question of 
temporary survivorship. On the other 
hand, if the clause is held to require sur- 
until the estate, 


the bequest will not qualify for the 


vival distribution of 
marital deduction.? 

As for the other types of clauses, an 
attempt will now be made to evaluate 
these, as well as other methods that are 
available, from the standpoint of quali- 
fying for a marital deduction and also 
where a marital deduction is not de- 
sired or is not a consideration. For con- 
venience, this discussion refers to the 
husband’s will and the wife’s survivor- 
ship, but the same considerations will be 
applicable to a wife’s will and, aside 
from the marital deduction considera- 
tions, to a testator or testatrix and any 


beneficiary who is not his or her spouse. 


The common disaster clause 


In the first place, and assuming that the 
the 
presents a 


marital deduction is not involved, 


common disaster clause 
serious risk to its purpose. Suppose the 
wife, who has a weak heart or some 


other organic deficiency, survives the 
common accident for a rather protracted 
period and then dies. The difficult ques- 
tion that may be presented is whether 
her death was due to her pre-existing 
condition or was induced by the acci- 
dent. The husband’s estate may be in- 
volved in litigation, with the risk of di- 
version of his estate to persons whom 
he did not wish to benefit, in the event 
that it should be decided that she did 
not die as the result of the accident. 

In the second place, if the marital de- 
duction is desired, it will be lost if the 
estate cannot prove that the wife did 
not die as the result of the 
Under the Internal Revenue 
Code,’ the mere fact that the passing 


common 
disaster. 


of a decedent’s interest to a spouse is 
conditioned upon her not dying as the 
result of a common disaster involving 
both spouses or within any period not 


exceeding six months after the dece- 
dent’s death, will not disqualify the in- 
terest as a terminable one if the spouse 


does not in fact die as the result of such 
a disaster or within such period. 
Furthermore, if the wife should still 
be living at the time of the audit of the 
Federal estate tax return of her husband 
and it-is still possible that she may die 
as a result of the common disaster, the 
marital deduction will not be allowed& 
and, if she continues to live sufficiently 
long after the audit of her husband’s 
estate tax return, it may be too late to 
obtain a refund of the estate tax—with 
the possibility of no credit in her estate 
for property previously taxed, because if 
should not die as a result of the 
accident, the bequest to her will have 
qualified for the marital deduction in her 
husband’s estate, even though it 


she 


was 
unavailable as a matter of procedure. 
The time clause 


Where the 
involved, the time clause is clearly the 


marital deduction is not 
best type of clause, if any such clause is 
to be used at all, because by providing 
a definite required period of survivor- 
ship it eliminates the uncertainties as 
to survivorship or cause of death. To the 
that it 
against the consequences of temporary 


extent serves better to insure 
survivorship, it avoids litigation, possible 
diversion of the testator’s property, and 
multiple estate taxes and administra- 
tion expenses. In New York, this type 
of clause may present something of a 
problem, because under the rule against 
suspension of alienation in that state 
there is no gross period of years during 
which vesting may be deferred, and such 
clause, together with other dispositive 
provisions, might violate the New York 
rule, especially where the time clause is 
made to apply to several beneficiaries. 
Incidentally, where residuary bequests 
are made subject to divestment by such 
a Clause, or any other type of common 
disaster or survivorship clause, a specific 
gift over should be provided so that the 
lapsed legacy, or a portion thereof, may 
not pass by intestacy to the same bene- 
ficiary whose legacy was divested. 
Kellar, 217 F.2d 744, IRC Section 2056(b) (1). 
S IRC Section 2056(b) (3); Reg. 105, Section 8147 
(b) (d); Estate Tax Regulations, Section 20.2056 
(b) (3). IRC Section 2056(b) (3) provides as fol- 
lows: “Interest of spouse conditional on survival 
for limited period.—For purposes of this subsec- 
tion, an interest passing to the surviving spouse 
shall not be considered as an interest which will 
terminate or fail on the death of such spouse if 
—(A) such death will cause a termination or 
failure of such interest only if it occurs within a 
period not exceeding 6 months after the dece- 
dent’s death, or only if it occurs as a result of a 
common disaster resulting in the death of the 
decedent and the surviving spouse, or only if it 
occurs in the case of either such event; and (B) 
such termination or failure does not in fact oc- 
cur.” 


*® Reg. 105, Section 8147 a-(a); Estate Tax Regu- 
lations, Section 20.2056 (e)-2(e). 
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THE ESSENCE of when to use a com- 
mon disaster clause may be summed 
up in the following six points: 

1. Where there is a trust for the 
wife and the trust is not to qualify 
for tne marital deduction, it is not 
necessary or advisable to use any type 
of common disaster, survivorship or 
time clause. 

2. Where life insurance is left on 
an appropriate option for the wife, 
with provision for contingent bene- 
ficiaries, and the insurance is not to 
quality for the marital deduction, it 
is not necessary or advisable to use 
any type of common disaster, sur- 
vivorship or time clause. 

3. If it is desired to qualify a trust 
or life insurance for the marital de- 
clause to the 
effect that in the event of simultan- 


duction, use only a 


eous deaths the wife shall be deemed 
to have survived the husband. 
1. Where there is outright distribu- 





WHEN TO USE COMMON DISASTER AND TIME CLAUSES 


tion under a will or insurance policy, 
a proper will by the wife is all that is 
necessary with the addition, where 
the marital deduction is desired, of 
a clause providing presumption of 
survivorship of the wife if the deaths 
are simultaneous. A time clause will 
furnish some protection against diver- 
sion of the wife during the specified 
survivorship period, and may avoid 
double administration expenses, but 
should not be used where the marital 
deducton is wanted. 

5. Where the marital deduction is 
sought, do not in any will or insur- 
ance policy use any common disaster, 
survivorship or time clause other than 
a clause providing that in the event 
of simultaneous deaths the wife shall 
be deemed to survive the husband. 

6. In any case where the marital 
deduction is not a consideration, no 
clause other than a time clause should 
be used. 








Where, however, a marital deduction 
is desired, the death of the wife within 
a period specified by a time clause will 
result in the loss of the marital deduc- 
tion. Furthermore, whether or not the 
marital deduction is involved, the time 
clause may not meet Mr. Testator’s 
concern about diversion. of his property 
to members of his wife’s family, because 
she might survive a relatively short time 
beyond the specified time. If the time 
clause were the only indicated method 
whereby the undesirable consequences 
of temporary survivorship could be obvi- 
ated or minimized, it would become a 
question of weighing its advantages 
against the risk of the loss of the marital 
deduction. Fortunately, however, there 
are the following available means of 


accomplishing both purposes. 


i trust for the spouse 


\ testamentary trust for the wife, with 
such remainders and substitutional gifts 
as the husband desires, will of course 
eliminate all of the foregoing problems. 
Of course, if it is desired to qualify the 
trust for the marital deduction, it will 
be necessary to give the wife a general 
power of appointment over the princi- 
pal of the trust. In that case, the hus- 
band’s will should provide that, in the 
event there is no sufficient evidence that 
the husband and wife have died other- 
wise than simultaneously, the wife shall 


be deemed to have survived—thus revers- 
ing the presumption in the Uniform 
Simultaneous Death Act. This presump- 
tion of survivorship will be given effect, 
for the purpose of allowing the marital 
deduction, if the order of deaths can- 
not be established by proof and the 
presumption clause is given effect in the 
probate court.? Unfortunately, where 
there is evidence that the wife actually 
predeceased her husband, there is no 
magical clause that will preserve the 
marital deduction. In the husband’s 
will, the power of appointment granted 
to the wife should be made exercisable 
only by a specific reference thereto, to 
avoid the risk of the residuary clause in 
her will operating as an inadvertent 
exercise thereof. 


Outright distribution to wife 


Suppose that the husband wishes to 
make an outright distribution to his 
wife. In that case he probably will have 
sufficient confidence that his wife will 
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not, by her will, divert the property to 
others. The remaining problem of pos- 
sible litigation between his estate and 
her family, over the question of  sur- 
vivorship, may, it seems, be met easily 
enough by seeing to it that she has a 
proper will so that even if she should 
survive her husband, either briefly or 
for an extended period, the end result 
will be the one desired. Here again, if 
the marital deduction is desired, there 
should be a clause in the husband's will 
providing a presumption of survivorship 
of the wife in the event of simultaneous 
deaths. If a marital deduction is not 
desired, a time clause will prevent di- 
version by the wife during the required 
survivorship period. However, if the 
husband is motivated primarily by con- 
cern that the wife will be induced to 
change her will, if she survives the re- 
quired period, then a trust would seem 
to be the only answer. 


Life insurance 


All of the considerations hereinabove 
set forth with respect to wills apply as 
well to life insurance. Where a marital 
deduction is not involved, a time clause 
may and should be used, which in effect 
designates the wife to receive the in- 
surance proceeds if she survives her in- 
sured husband by a specified period, or, 
if she does not, then the proceeds are 
to go to a designated contingency bene- 
ficiary. However, where a marital de- 
duction is desired, even in the event of 
simultaneous deaths, a presumption 
clause may and should be used to the 
effect that the wife shall be deemed to 
have survived. 

Where the husband fears diversion of 
the insurance proceeds to others, he can 
channel the insurance proceeds into an 
insurance trust, or place the insurance 
on an installment option or on the in- 
terest option, with or without limited or 
deferred rights to the wife to withdraw 
principal, with appropriate provisions 
in either instance for contingent bene- 
ficiaries — and with a proper power of 
appointment to the wife, in any case, if 
the marital deduction is desired. 


New estate & gift decisions this month 


Jury upholds estate’s valuation. In a 
jury trial, it is for the jury to determine 
the fair market value of real property 
for estate tax purposes. The burden of 
proof is on the taxpayer to show that 
the Commissioner erred in fixing a value 





higher than that contended for by the 
taxpayer. The term “fair market value” 
means the price at which the property 
in question would change hands _ be- 
tween a willing buyer and a_ willing 
seller, both in possession of all of the 
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relevant facts. These points were made 
in the trial judge’s charge to the jury in 
the present case, the jury then return- 
ing a verdict sustaining the taxpayer’s 
valuation. O’Brien Estate, DC Tex. 5 
14/57. 


State judgment on what constitutes a 
charitable bequest is binding. Decedent's 
will left her estate to her niece “to carry 
out [decedent’s] wishes as best she can 
The 
the 


as expressed in previous wills.” 


niece presented a prior will to 


Pennsylvania Orphans’ Court and _ in- 


dicated her readiness to carry out its 


provisions. Under the doctrine of in- 
corporation by reference, the Orphans’ 
Court determined that the provisions 
of the former will were binding and 
to 


terms. Among these distributees was Yale 


decreed distribution according its 


The Commissioner now at- 


tempts to disallow a charitable deduc- 


University. 


tion on the ground that the niece, as 
beneficiary and executrix, was not obli- 
gated to make the gift. The Court holds 
that the determination of the state court 
as to what is or what is not a charitable 
bequest is, under the factual situation 
presented here, conclusive for Federal 
tax purposes. Consequently, the pay- 
ment to Yale was deductible as a char- 
itable bequest. Veech Estate (Howell, 
Ex’r), DC Penna., 5/20/57. 


Transfer was to save income tax; not 
in contemplation of death. Less than 
two years prior to his death, decedent 
set up a trust for the benefit of various 
members of his family. The trust would 
be distributed to the beneficiaries at a 
60 
years old and retired on a substantial 


time when the decedent would be 


retirement fund. The court holds that 
the transfer was not made in contempla- 


tion of death. The purpose of the trans- 


fer was to effect a reduction in dece- 
dent’s income taxes. The grantor was 
not concerned about his health when 


the transfer was made and expected to 
live to retirement 
DC Calif. 7/12/57. 


age. Goyette Estate, 


Failure to prove consideration for trans- 
fer results in full inclusion. Decedent, 
aged 81, transferred securities having a 
value of $100,000 in exchange for the 
transferees’ promises to pay the income 
therefrom to the decedent for life and, 
should such ever fall below 
$3,000 a year, to make up the difference. 
The sole question before the Court is 
the value, if of 


income 


any, the transferees’ 
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promises to make such contingent an- 
nuity payments. To the extent of such 
value, the transfer was made for a con- 
sideration and was consequently not in- 
cludible in the decedent’s gross estate. 
The that the 
failed to furnish any basis for determin- 


Court holds executrix 
ing whether the promises had any value, 
or if they did, what the value was. Con- 
sequently, the value of the transferred 
property was included in the gross estate 
without reduction. Smith Estate (Greene, 
Ex’r) DC Ill. 6/28/57. 


Estate’s expenses in sale are deductible. 
The Commissioner disallowed a deduc- 
tion for expenses in the sale of dece- 
dent’s real estate by his executor under 
a general power of sale on the ground 
that it had not been shown that the sale 
was necessary to pay decedent’s debts. 
Under the law of Pennsylvania, how- 
ever, there is a conclusive presumption 
that a general power of sale in a will 
is for the payment of decedent’s debts. 
The Court holds that, in the absence of 
evidence to overcome the statutory pre- 
sumption, the sale must be considered 
as having been made for the purpose 
presumed by law and allows the deduc- 


tion. Bartlett Estate DC Pa. 7/30/57. 


Wife may permit husband to manage 
her property, but it remains hers. De- 
cedent had for a long time prior to his 
death been in poor health, while his wife 
had been extremely active in a number 
In 1936, his wife 
purchased a liquor store with her own 


of business ventures. 
funds. Decedent’s feelings of inadequacy 
and insecurity prompted his wife to per- 
mit him to manage the store finances. 
The decedent utilized some of the pro- 
ceeds of the business to set up bank ac- 
counts in his own or assumed names. He 
also maintained safe deposit boxes and 
had an account with stockbrokers. Title 
to two parcels of real estate was recorded 
in the decedent’s name. The Tax Court 
rules that the assets found in the pos- 
session of the decedent at the time of his 
death, being the proceeds of the business 
owned solely by his wife, were her prop- 


and his 


erty not includible in gross 
estate. Rand Estate, 28 TC No. 115, 
8/21/57. 


Estate car deduct debt though dis- 
allowed by probate court for failure 
to file claim. The executrix of the estate 
was also its creditor, the decedent hav- 
ing borrowed a sum of money from her 


prior to her death. Through inadvert- 


ence, the executrix failed to file her | 
claim with the Florida Probate Court } 
within the eight-month period provided | 
by Florida law and as a result the claim 
void. Nonetheless, the 
the 


determining the net taxable estate for 


became 
holds that 


court | 


claim is deductible in 
estate tax purposes. Deductibility of a | 
claim depends upon its enforceability 
under local law at the time of decedent's 
death, not upon its subsequent allow- | 
ance by a local court. Here the claim 
was admittedly valid and enforceable, | 
and would have been allowed had the | 
taken. DC 


proper Winer 


Ms, Sig 5 


steps been 
11/57. 


Life insurance trusts held reciprocal. 
Decedent had transferred a paid-up life 
insurance policy on her own life to a 
trust, the of which 


beneficiaries were 


her husband and their children. There 
was also provision made for the discre- 


tionary invasion of corpus on behalf of 
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the husband. On the same day, the hus- | =e 
band amended an existing trust, the | = 
corpus of which was composed of a pays 
paid-up life insurance policy on his life } _ 
identical in amount with that upon the _ 
life of his wife. The amended trust con- “—g 
tained provisions substantially the same 
as those found in the decedent’s. The} ~°" 
court holds that the value of the hus- | ihe 
band’s trust is to be included in the} P°“ 
decedent’s gross estate because the trusts | om 
were reciprocal. Each created his or her 7 
trust in consideration of the _ other. | ‘ Pe 
Moreno Estate, 28 TC No. 98. aa 
or 3 
Best evidence of real estate value is - 
recent sales of comparable property. A Tra 
husband and wife made a gift of un- 
developed real property. The taxpayers 9 o 
had the land appraised and paid gift i 
taxes based on that valuation ($60,000). 
The Commissioner increased the valua-} 
tion twice, the first time to $75,000, and = 
the second to $120,000. The court holds Th 
that the correct valuation is $75,000, | the 
the valuation fixed by one of taxpayer's _ 
expert witnesses. The valuation placed ae 
upon the property by the Government’s san 
witnesses, since, unlike that of the tax-| ©” 
payer’s experts, it was not based upon = 
the sales prices of comparable property, ut 
was dismissed by the court as too specu- } “il 
lative. Buck, DC Del., 7/18/57. i 
by 
Trustee couldn’t withhold income; an- | 7a 
nual exclusion allowed. A wife con-} — 
veyed real property to her husband as ~— 
trustee for the benefit of their three ihe 
minor children. The trustee was directed | P™ 
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“at least annually, [to] use, expend or 
apply for [the beneficiaries’] benefit and 
comfort, the net income from the trust- 
estate as the trustee deems necessary or 
desirable for said purposes.” The Com- 
missioner contends that the gifts were 
of future interests on the ground that 
the trustee possessed the discretionary 
power to currently withhold an un- 
ascertained portion of income from the 
beneficiaries, and consequently denied 
the annual exclusion. The court holds 
that the income rights were present in- 
terests and qualified for the annual ex- 
clusion. The discretion vested in the 
trustee extended only to the manner 
and means of expending the income, all 
of which had to be paid to or applied 
the beneficiaries at least 
annually. Munger, DC Ala., 8/13/57. 


to the use of 


Premium payments on life insurance 
trusts are present interests, but marital 
deduction is denied. A husband set up 
partially funded life insurance trusts 
of which his wife was beneficiary. The 
trust agreements were construed as per- 
mitting the wife to call for all of the 
corpora at any time. The court holds 
that payments made by the husband to 
the’ trustees to be applied against the 
premiums due on the policies were not 
gifts of future interests and that con- 
the exclusion 
available. On the other hand, since the 
wife was not entitled to all of the in- 
come of the trusts under the terms of the 


sequently annual was 


trust agreements, the husband was not 
entitled to the marital deduction in 
computing the gift tax. Halsted, 28 TC 


No. 122, 8/28/57. 


New trusts & estates decisions 





Short-term trust taxable to grantor; in- 
come could come to him. The trust tax- 
payer created gave the trustee (a non- 
adverse party) power to accumulate in- 
come and to distribute it at the end of 
the trust (12 years) to the taxpayer o1 
the beneficiary. Ordinarily such a power 
would make the income taxable to the 
taxpayer-grantor. He argued that such 
powe! in a short-term trust was spe- 
cifically exempt as it applied to enjoy 
the term. 


The IRS rules that this power affects 


ment of income after short 
income during the period of ten years 
or more. It is not exempted and the 
grantor is taxable. Rev. Rul. 57-363. 

Transfer of interest in common trust 
fund by participant may be taxable sale. 
Section 584 provides for the exemption 
from taxation of a common trust fund 
maintained by a bank for the collective 
investment of funds it holds as trustee. 
The 


their share of the income and capital 


participant trusts are taxed on 


gain and Section (e) also provides for 
the taxation of a participant upon its 


withdrawal from the fund. The IRS 
considers the treatment of a transfer of 
an interest on the books of the fund 


at the direction of a beneficiary, as for 
example, the revocation of a trust, for- 
merly a participant, and the direction 
by the that the 
transferred to a newly created trust, or 


grantor interest be 
the termination of a participant trust 
and the direction of the distributee that 
the transferred to another 


participant trust. The IRS concludes 


interest be 


that where the transfer is equivalent to 
a withdrawal and reinvestment it must 
be taxed as a withdrawal, i.e. a sale or 
exchange of the interest. Rev. Rul. 57- 
335. 


Local court decree creating separate 
trusts effective for Federal income taxes. 
A decedent’s will established a_ resi- 
duary trust for his three children and 
directed the accumulation of income 
during the minority of any beneficiary. 
There were no minor beneficiaries until 
one of the children died survived by 
two minor children. The trustees were 
concerned as to how to segregate income 
the the 


minors. In an uncontested proceeding, 


earned on accumulations for 
they asked the appropriate local court 
to declare that separate trusts be estab- 
lished for the minors and that the prin- 
cipal trust pay the proper share of its 
income into these accumulation trusts. 
The Commissioner refused to recognize 
the state court decision, allowed only 
one trust exemption and taxed all the 
income at the graduated rates applicable 
to one trust. The court gives effect to 
this decree, although it was uncontested, 
as defining the property rights of the 
beneficiaries. It allows the principal trust 
to deduct payments to these trusts for 
the minors as income required to be 
distributed currently. Lindley Estate, 
DC Minn., 8/2/57. 


Family trusts disregarded; beneficiaries 
had control over accumulated income. 
A family corporation’s stock was owned, 
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in 1944, 66% by the mother, 13% by 
the father, and 7% by each of three 
adult children. The mother made a gift 
of an additional 7% to each of three 
trusts, one for the benefit of each child. 
Each had 
combinations of 


trust two trustees; various 


and the 
husband of the daughter were used so 


the children 
that in no case did a beneficiary serve as 
trustee of The trustees 
had discretion to distribute or accumu- 
late income. Shortly after the creation 
of the trusts, the corporation was liqui- 


his own trust. 


dated and the business operated as a 
limited partnership. The trusts made 
no distributions to beneficiaries. All the 
distributable shares of income were ac- 
cumulated and reported by the trusts on 
fiduciary income tax returns. Citing the 
lack of business purpose for the crea- 
tion of the trusts [The court is probably 
on weak ground here, for business pur- 
pose has never been required in this 
setting.—Ed.], the common investment 
policy of the trustees, and the reciprocal 
nature of the trusts, the court disregards 
the trusts as lacking substance and taxes 
the partnership shares for 1945-1947 di- 
rectly to the beneficiaries. Kanter, DC 
Calif., 7/26/57. 
Income from family trust taxed to 
grantor under Clifford rule. Taxpayer 
the 
stock of a furniture corporation. They 


and his wife each owned 50% of 
created a trust for the benefit of their 
three minor 
60% and 34% of their stock respective- 
ly to the trust which then held 47% of 
the total shares. The trust was irrevoc- 


children by transferring 


able and was to continue until taxpayer's 
death, or until the youngest child, then 
seven years of age, reached 25, which- 
ever occurred _ later. 


event Taxpayer 


made himself sole trustee with broad 
powers to use the principal and in- 
fit.” The 
finds because of the reservation of broad 
the 


tinued to be the owner for income tax 


come “as he may see court 


powers in grantor, taxpayer con- 
purposes of the property conveyed to the 
trust. Accordingly taxpayer and his wife 
were taxable on long-term capital gain 
realized when the trust in 1943 liqui- 
dated the furniture corporation. Apt- 
cella, 28 TC No. 110. 





Notes on new estate and gift deci- 
sions in this department are by Ed- 
ward P. Hannigan, member of the 
New Jersey Bar and associated with 
Harrison F. Durand in Newark. 
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Wrong basis taxpayers still have no 


clear route to proper accounting 


by GEORGE F. SHANNON 


Some taxpayers improperly on the cash method of accounting switched to accrual, 


without permission, for their first 1954-Code year. Others made no change. The tax 


treatment for those who did switch is obscured by the possibility of further legisla- 


tion (the Technical Amendments Bill of 1957 proposed taxing their 


“ 


saving”). The 


net effect seems to be that Section 481 will be of no help to the taxpayer caught in 


this squeeze. Mr. 
reports the 


Code, 


brings us up-to-date on his “Bee Company,” 


Shannon, who has been deeply involved with these questions, 
varying positions taken by the Commissioner before and after the 1954 


the attitude of the courts, and the effect of proposed legislation. He also 


a particular wrong basis taxpayer whose 


troubles he has so engagingly described in these columns (4 JTAX 84). 


- sinergpes every tax man knows at 
least one wrong basis taxpayer. Typi- 
cally, it is a commercial or industrial 
concern which has grown rapidly, largely 
by reinvesting untaxed profits. Its re- 
turns invariably were filed on the cash 
basis, although its books may have been 
converted to accrual. The common de- 


nominator among such taxpayers is a 
large and growing accumulation of un- 
taxed profits invested in accounts re- 
inventories, 


ceivable, and prepaid ex- 


penses, partially offset by accounts pay- 


able and accrued expenses. These tax- 
payers have something else in common: 
if they sought permission to change to 
the accrual the 


inclusion in 


Commissioner's 
the 
of-change income of the total untaxed 
profits at the beginning of that year. 
Furthermore, if a made the 
change voluntarily and without obtain- 
ing the Commissioner’s prior consent, 


basis, 


price would be year- 


taxpayer 


he would risk sustaining the same tax 
consequences. It said with 
assurance that he would have incurred 
them, 


cannot be 


but the court decisions inclined 
enough in that direction to make tax- 
payers wary of voluntary changes. Con- 


sequently, since the Commissioner's 


price was too high and voluntary change 
too risky, taxpayers were frozen on the 
cash basis, even though they knew they 
were on the wrong basis and that the 
Regulations under the 1939 Code stated 
that only the accrual basis would cor- 
rectly reflect their income. 

Meanwhile, revenue agents were regu- 
larly accepting 
wrong basis returns without questioning 
This disregard of 
the Regulations and economic fact was 


examining and these 


the accounting basis. 


attributable mainly to a long line of 
court decisions which were unfavorable 
to the Commissioner where the change 
in accounting basis was involuntary, that 
is, forced upon taxpayers by revenue 
agents. For example, the courts said ac- 
counts receivable on the books at the 
beginning of the year-of-change couldn't 
be taxed as part of that year’s income 
(they were income of a previous year) 
and that inventories on hand as of the 
same date could be deducted in the year 
sold, even those claimed as deductions 
in previous years when suppliers’ in- 
voices were paid. 
The Commissioner litigated these 
issues in many courts and with great 
persistence, but finally bowed to the 


virtual unanimity of the decisions, even 
His prin- 
that 
year-ol- 


acquiescing in two of them. 
course, 
the 


cipal argument was, of 


pyramiding income into 


change was necessary to prevent prior 
years’ income from escaping taxation 
statute of 
the 


street: it 


through operation of the 
But the 


not a 


limitations. courts said 


Statute was one-way 
operated against the Commissioner, as 
well as against taxpayers. 

An odd and uneasy impasse de- 
veloped: wrong basis taxpayers were un- 
willing to change because of the tax 
hazard, while revenue agents wouldn't 
force the change because of the almost 
But this im- 


passe was not as total as it might have 


certain loss of tax revenue. 
appeared. There were tax practitioners, 
and higher 
echelons of the Service who recognized 


revenue agents, men in 
the bad and worsening situation of these 
wrong basis taxpayers. 

There was general agreement in one 
large area, that the 
agent was within his rights in requiring 


namely, revenue 
taxpayers to compute the net income of 
all open years on the accrual basis. Dis- 
agreement single 
the disposition to be made of 


was confined to a 
point: 
untaxed income at the beginning of the 
There hard 
bargaining on this point. rev- 


much 
At first, 
enue agents merely conceded—and very 


year-of-change. was 


grudgingly—that accounts receivable 


would not be included in the year-of- 
change income. Later, when it became 
apparent that the great preponderance 
of court decisions were against the Com- 
agents 
their insistence 


missioner, revenue were some- 

that 
opening inventories must be included in 
the Finally, 


neither opening accounts receivable nor 


what less firm in 


year-of-change income. 


opening inventories were included in 
this income. 

was the status of cash to 
accrual transitions when the new Code 
was enacted July 1954. Section 481 of 
the 1954 Code, which was applicable to 
taxable years beginning on and after 
January I, 
rules 


This, then, 


1954, prescribed entirely new 
for adjustments required by 
changes in methods of accounting. In 
general, they provide that where taxable 
income is computed under a method of 
accounting different from the taxpayer's 
method for the preceding year—as from 
cash to accrual—“there shall be taken 
into account those adjustments which 
are determined to be necessary 
by reason of the change.” Observe the 


use of “shall”; its effect is to make these 


solely 
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adjustments mandatory, whether the 
change is voluntary or otherwise. 
Fortunately, or, perhaps, unfortunate- 
ly, the statute also included an important 
exception to this general rule, namely, 
1 provision that “there shall not be 
taken into account any adjustment in 
respect to any taxable year to which this 
Section does not apply,” that is, to pre- 
1954-Code years. At the time Section 481 
was enacted, and at present, the best 
available interpretation of it was, and 
is, in the Senate Finance Committee Re- 
the 
cerpts from it follow: 


port on new Code. Two brief ex- 

“If there is a change in the method of 
accounting employed in computing tax- 
able income from the method employed 
for the preceding taxable year, adjust- 
that 
every item of gross income or deductions 


ments must be made in order 
is taken into account and that none are 
omitted. At the same time no item is to 
affect the computation of taxable income 
more than once. It is only those omis- 
sions or doublings up which are due to 
the change in method which must be 
adjusted.” 

“Your committee’s bill provides that 
the portion of the net transitional ad- 
which corrects made 
1954 The 


transitional adjustments in all future 


justment errors 


prior to will not be made. 


changes under your committee’s bill will 


ve those resulting from a change in ac- 
counting method determined (under the 
facts) to be necessary to adjust for erron- 
eous treatment of items subsequent to 
1953.” 

[wo relief provisions, called “limita- 
tions of tax where adjustments are sub- 
stantial,” appear in subsection (b) of 
Section 481. Both are applicable to 1954- 
Code years only, and provide tax relief 
by spreading back adjustments. One is 
a simple three-year spreadback. It is 
available where the net adjustment ex- 
$3,000, limit 
the additional tax resulting from the 


ceeds and its effect is to 
change to the increase in tax obtained 
by spreading the net transitional adjust- 
ment evenly over the year-of-change and 
two preceding years. The other is more 
complex, and is available only to tax- 
payers whose records support an alloca- 
tion of the net transitional adjustment 
to years prior to the year-of-change. In 
those cases, the additional tax resulting 
from the change cannot be more than 
the increase resulting from spreading 
back the net transitional adjustment to 
consecutive years preceding the year-of- 


change. 
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IT SEEMS CERTAIN that taxpayers still 
erroneously filing cash basis returns 
can now obtain no tax benefit from 
Section 481 of the 1954 Code, even if 
proposed Section 24 of the 1957 bill 
is not enacted. Assume, for example, 
*a calendar-year taxpayer whose net 
transitional adjustment was $100,000 
as of December 31, 1953 and $150,- 
000 as of December 31, 1956. Obvi- 
ously, the $100,000 would have been 
collected in the 1954-56 period, and 
would have entered into the compu- 
tation of the cash basis taxable in- 
come for those years. In other words, 
the taxpayer has paid the tax on 
this $100,000. It is true that 
31, 1956 there would 


more than an equivalent amount in 


as of 


December be 
untaxed income, but this $150,000 is 
not within the Section 481 exception 
since earned in years to which the 
1954 Code applies. Consequently, if 
the 1956 


amined and the revenue agent com- 


taxpayer's return is €x- 
pels conversion to the accrual basis, 
the entire $150,000 will enter into the 
additional tax computation. 

Under the present Code, such tax- 
payers are entitled only to the limited 
Section 481(b). 
they file 
for 


relief provided by 


Theoretically, could 


amended accrual basis returns 
1954-56 and credit to earned surplus 
the net transitional adjustment as of 
31, 
reasonable to believe, in view of the 
atti- 
tude and proposed legislation, that 


December 1953. However, it is 


Commissioner's uncooperative 


these amended returns would not 


receive favorable consideration. Prob- 
ably, these wrong basis taxpayers have 





THE EFFECT OF CASH TO 


ACCRUAL TRANSITIONS 


no alternative other than to concede 
that the entire transitional 
justment will be taken into account 


net ad- 
and to concentrate on spreading its 
tax effect over as lengthy a period as 
possible. 

Taxpayers who, without permis- 
sion, changed from cash to accrual 
in their first 1954-Code year are in a 
somewhat better position, even 
though Section 24 of the 1957 bill is 
aimed squarely at them. Some will be 
benefitted by operation of the statute 
of limitations on March 15, 1958, al- 
though probably not many whose net 
transitional adjustment is large. In 
these cases, the statutory bar will be 
forestalled either by automatic appli- 
cation of Section 6501(e), which ex- 
tends the assessment period to six 
years where 25% or more of gross 
income is omitted from the return, or 
by waivers of the statute, obtained 
under threat of jeopardy assessment. 
The all 


changed of 


tax saving prospects of 


basis taxpayers would, 
course, be adversely affected by en- 
actment of Section 24 as proposed, 
because of its retroactive effect. For- 
tunately, the Technical Amendments 
Bill, which includes Section 24, did 
not become law this year, and there is 
that the 


Finance Committee will not in 


Senate 
1958 
accept Section 24 in its present form. 


reason to believe 


If the Senate Committee were to do 
the 
position it took when the 1954 Code 
the 
fidence of taxpayers who acted in re- 


so, it would, in effect, reverse 


was enacted and _ violate con- 


liance on Section 481 and the com- 


mittee’s explanation of it. 








Example. Assume the only adjustment 
in the year-of-change is adding $3,300 
opening inventory to income. Assume 
further that the year-of-change is 1960, 
and that the records will support spread- 
ing the $3,300 over 1957, 1958, and 1959. 
Then, the the $3,300 1960 
(that is, the year-of-change) is limited to 
the increase in tax resulting from spread- 
ing back the $3,300 over 1957, 1958, and 
1959. 

There are conditiens qualifying the 
right to these limitations and special 
rules regarding their computation, all of 
which appear in Section 481(b). In addi- 
tion to these relief provisions, the Sec- 
tion states, in subsection (c), that the 


tax on in 


transitional adjustments may be taken 
into account in any manner or in any 
years, before or after the year-of-change, 
as the Commissioner’s Regulations may 
This 


effect, however, since no Regulations 


prescribe. provision is without 
have been proposed or adopted under 


Section 481. 


The taxpayer's quandary 

From the taxpayer’s viewpoint, the 
great question raised by Section 481 was 
whether the exception from it of pre- 
1954-Code-year adjustments would have 
the tax effect promised in the Senate 
Finance Committee’s report. One group 
of tax accountants maintained that it 
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would, and supported its position with 
the claim that the intent of Congress 
was to grant wrong basis taxpayers at 
least as much tax relief as the courts 
had allowed in involuntary conversion 
cases. Some zealous practitioners claimed 
that the 


amount income at the 


under the exception entire 


of untaxed be- 
ginning of the year-of-change could be 
taken into earned surplus tax-free. It 
that 


this view was extreme, and the claim was 


soon became apparent, however, 
modified to the more reasonable posi- 
that at the 


ginning of the first open year was tax- 


tion untaxed income be- 


free. 


There was another and _ opposing 
group which believed that these tax-free 
income claims were unjustifiably opti- 
mistic. Some of these practitioners be- 
lieved that if the first 1954-Code-year 
return was filed on the accrual basis (and 
the untaxed income at the beginning 
credited to earned surplus), the taxpayer 
would have made a voluntary change, 
and, therefore, would be subject to tax 
the entire 


on income in the 


year-of-change. Others held that in filing 


untaxed 


on the accrual basis, taxpayers placed 
themselves in an inconsistent position, 
thereby entitling the Commissioner to 
reopen closed years and to assess addi- 
tional taxes for them. All those in this 
opposing group appeared to share one 
conviction: that even if the Section 481 
exception did mean what it said and 
even if Congress had intended to legis- 
late a tax benefit for these wrong basis 
taxpayers, the Commissioner, by admin- 
istrative action and inaction, would deny 
it to them. 
The Commissioner’s “iron curtain” 
As the 
stances, taxpayers attempted, in various 


was natural under circum- 
ways, to obtain from the Commissioner's 
office an official explanation of Section 
48 | 
regarding the transitional adjustments. 
Many filed formal requests 


for permission to change their method of 


and a statement of his intentions 


taxpayers 


accounting from cash to accrual. Accord- 
ing to Research Institute of America, 
this permission was granted in cases 
all the 
year-of- 


where taxpayers agreed to take 
transitional adjustments into the 
the re- 
the of 
Section 481 to create tax-free income, it 


change income. However, where 


quest was conditioned on use 
was ignored by the Commissioner’s office. 
Requests for Rulings on the application 
of Section 481 to specific-fact situations 


were similarly ignored, and informal re- 
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quests addressed to revenue agents and 
others in the Service were equally non- 
productive. 

under the 
1954 Code began to appear, including 
some on intricate tax matters. Regula- 
tions on corporate liquidations, for ex- 


Meanwhile, Regulations 


ample, were first proposed on December 
11, 1954, and those on consolidated re- 
turns, July 2, 1955. Since Section 481 is 
brief and is concerned with simple sub- 
ject matter, the Commissioner's silence 
began to be regarded by tax practi- 
tioners with foreboding which gained in 
intensity as the months passed. The first 
official announcement from the Commis- 
sioner’s office regarding Section 481 was 
published January 3, 1956, and was very 
little better than the silence which had 
preceded it. The announcement (Treas- 
ury Release IR-139) is as follows: 
“Applications to change methods of 
accounting: A number of taxpayers have 
made inquiries relating to applications 
for permission to change their methods 
of accounting under the provisions of 
446 the 
Code of 1954 which involve adjustments 
under Section 481 Pend- 
ing issuance of the Regulations under 
those 


Section of Internal Revenue 


of the Code. 


Sections, the Internal Revenue 
Service will not act on applications for 
permission to change methods of ac- 
counting which involve adjustments 
481 Code. Tax- 
payers who have filed timely applica- 


tions at the 


under Section of the 


time their income tax re- 
turns are due should prepare their re- 
turns in accordance with their existing 
methods When final 
Regulations under Sections 446 and 481 


have been issued, the Service will con- 


of accounting. 


sider each such pending application on 
its merits for the taxable year for which 
permission to change the method of ac- 
counting was properly requested.” 

The announcement said nothing what- 
ever regarding the status of tax returns 
which, without the Commissioner’s con- 
sent, had been converted to and filed on 
the accrual basis for the first 1954-Code 
year. Neither it explain how a 
timely application to change could have 
been filed for 1954 by a calendar-year 
taxpayer, since the final date for its fil- 
ing was four months before enactment 
the 1954 Code. the an- 
nouncement did promise Regulations 
under Section 481 and consideration of 
timely applications at that time. But 
these promises weren’t kept. Instead, 
there was complete silence on the issue 
for more than another year until, on 


did 


of However, 


February 15, 1957, TIR No. 41 was 
issued. It read in part, as follows: 

“In view of the announced considera- 
tion of technical problems in connection 
with Section 481 by the Subcommittee 
on Internal Revenue Taxation of the 
Committee on Ways and Means and the 
consequent possibility of legislation 
amend this Section, pro- 
posed Regulations interpreting the Sec- 
tion will not be issued at this time... .” 


which would 


This Release confirmed the fears of 
those who had said the Commissioner 
would not permit taxpayers to obtain 
the tax savings to which they appeared 
entitled under Section 481. His method 
of denying the savings, it now became 
apparent, was, first, refuse to advise tax- 
payers, and then to eliminate all pos- 
sibility of benefit by retroactive legisla- 
tion. 


Decisions on changes in methods 


During the 30-month period from July 
1954, when the 1954 Code was enacted, 
to February 1957, when TIR No. 41 was 
published, tax practitioners read with 
particular interest court decisions in 
changes-in-accounting-method cases. 
These decisions, it was thought, might 
furnish some indication or information 
of assistance to tax practitioners strugg]- 
ing with Section 481 problems. Unfor- 
tunately, all such cases were concerned 
with pre-1954-Code years. Furthermore, 
in my opinion, each of these cases 
turned on its own particular facts, and 
no portent of decisions under the 1954 
Code can be deduced from them. There 
are, least three cases 
docketed with the Tax Court in which 
changes in accounting methods in 1954- 
Code years are at issue. It is quite pos- 


however, at 


sible that no authoritative interpretation 
of Section 481 will be available until one 
more of these cases 


or is tried and the 





decision rendered. 


Bee Company and Section 481 

Che Commissioner’s silence and prac- 
titioners’ controversies on the interpreta- 
tion of Section 481 did not in any re- 
spect modify wrong basis taxpayers’ ob- 
ligation to file returns under the 1954 
Code. The experience of one such tax- 
payer may be of interest. Bee Company, 
a calendar-year corporation, is engaged 
in the retail sale of furniture for cash 
and on installments. [For earlier reports 
on 


the Bee Company’s troubles see 
4 JTAX 84.—Ed.] Its tax returns for all 
pre-1954-Code years were filed on the 
cash basis, although the books had been 
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| on the accrual basis for many years. As 


of January 1, 1954, beginning of its 


' first 1954-Code year, its net transitional 


adjustment (that is, accounts receivable 
plus inventories and prepaid expenses 
and minus accounts payable and _ ac- 
crued expenses) was $916,000. Its tax re- 
turns to and including the calendar year 
1951 had been examined and cleared by 
revenue agents, none of whom had pro- 
posed conversion to the accrual basis. 
Bee’s calendar-year 1954 return was 
filed late in 1955 at the expiration of the 
period covered by the second extension 
in its filing date. During the 15 months 
following enactment of the 1954 Code, 
Bee had attempted to obtain some au- 
thoritative expression of opinion on the 
tax of 


status its net adjustment, but 


without success. Bee Company, there- 


fore, acting with the courage of its con- 
victions, filed the 1954 return on the 
accrual basis, without obtaining the 
Commissioner's prior consent to the 


change, and on the return credited the 
entire $916,000 to earned surplus as of 
January 1, 1954. A schedule showing its 


computation accompanied the 


that 


return, 


as did a statement the credit was 
made to earned surplus in accordance 
with the taxpayer’s understanding of 
Section 481 of the Code. 

Revenue agents’ examination of the 
1954 


1956 


return commenced in February, 
and continued for several months. 
Initially, the agents maintained that Bee 
had voluntarily changed its accounting 
basis, and was subject to tax on the 
entire net transitional adjustment in 
1954, the year of change. Bee Company’s 
representatives met this claim by saying 
that the change was involuntary, rather 
than voluntary, since it was forced upon 
the company by the 1954 Code. Further- 
more, they said, the company had not 
did the 


basis on which the open years’ (1952 and 


and not propose to change 
1953) returns had been filed, since they 
the 1939 Code, 
amended, and the taxpayer relied on the 


the 


were governed by as 


case line unfavorable to Commis- 


sioner. The inconsistent-position ques- 


tion was not raised by the revenue 


agents. 


The Bee Company settlement 


Eventually, after much hard bargain- 
ing, a compromise settlement was 
reached under which the net transitional 
adjustment of $720,000 as of January 1, 
1952 (first day of the most remote open 
year) was credited to earned surplus and 


returns for the calendar years 1952 and 


1953 were converted to the accrual basis. 
In other words, $720,000 of the $916,000 
was taken into earned surplus tax-free, 
but the balance was added to 1952 and 
1953 income, resulting in a total addi- 
tional $104,000. The 
agents’ waiver of restrictions on assess- 


assessment of 
ment was prepared in accordance with 
this settlement and December 1956 
the $104,000 additional tax, plus inter- 
est, was paid. 


in 


It does not appear that this settlement 
reflects present Service policy. More 
probably, it is merely an application of 
the policy which had led to satisfactory 
compromise settlements in the year or 
two preceding enactment of the 1954 
Code. This policy recognized the court's 
rejection of the Commissioner’s conten- 
tion that transitional adjustments ac- 
cumulated in closed years should be in- 
cluded in the year-of-change income. It, 
therefore, permitted the income repre- 
sented by the net adjustment to escape 
taxation, provided that all open years 
accrual basis. 
the 
sioner collected only half a loaf, he also 


were converted to the 


Otherwise stated, while Commis- 
corrected a bad situation which reflected 


unfavorably on his administration. 


Technical Amendments Bill of 1957 


In June of this year, the Committee 
on Ways and Means reported to the 
House of Representatives its “Technical 
Bill 1957,” 
described as a “major step in the elim- 


Amendments of which it 


ination of unintended benefits and 
hardships in . . . existing income, estate, 
and gift tax provisions. .” Section 24 
of the bill is entitled “Adjustments Re- 
quired by Changes in Method of Ac- 
counting,” and its effect is well described 
in the following quotations from the 
report: 

481 the 1954 Code 
the first time provided statutory rules 


“Section of for 
with respect to these adjustments” (that 
is, those required by changes in method 
of accounting). “This Section requires 
these adjustments to be made in full to 
the extent that they are attributable to 
1954 or a subsequent year. However, no 
adjustments are required which are at- 
tributable to years before the applica- 
tion of the 1954 Code. 

“Your Committee sees no reason why 
the pre-1954-Code-year adjustments 
should not be made, when taxpayers, of 
their own volition, have changed their 
method of accounting. . . . Your Com- 
mittee recognizes, however, the need to 
prevent the ‘bunching’ of taxable in- 
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[George F. Shannon is a CPA and mem- 
ber of the - Worcester, Massachusetts, 
firm of Tupper, Moore & Co. He is 
Vice President of the Massachusetts So- 
ciety of CPAs.| 


come in these cases. . 

“This bill does not affect present law 
with respect to pre-1954 adjustments 
where the change in method of account- 
ing is not initiated by taxpayer. 
When the change is initiated by the 
taxpayer, the adjustments, to the extent 


the 


attributable to years before 1954, must 
be made in computing taxable income, 
but they may spread over a period of as 
much as ten years.” 

The report also states that the pro- 
posed Section would apply to all changes 
in methods of accounting originated by 
taxpayers, that is, both those where the 
Commissioner's permission to change 
had been requested, and those where it 
had not. Since changes made with the 
Commissioner’s consent obviously would 
be on his terms, the provision appears to 
be aimed exclusively at taxpayers who 
methods without 


changed accounting 


requesting or obtaining this consent. 


Proposed “spreadforward” provision 


One of the most unusual features of 


the proposed Section is its “spreadfor- 
ward” provision. The amount which 
may be spread forward is the net ad- 
justment which would have been re- 
quired had taxpayer changed his method 
of accounting in his first 1954-Code year; 
$916,000, in Bee Company's case. This 
net adjustment must, however, increase 
taxable income by more than $3,000, and 
is defined as a consolidation of adjust- 
ments, both plus and minus, as accounts 
receivable, inventories, and accounts 
payable. 

The 
is the 


spreadforward period, generally, 
year-of-change and nine imme- 
diately succeeding years, subject to some 
limitations. For instance, if a taxpayer 
has not been engaged in the same trade 
or business for nine years prior to 1954, 
the spread is limited to the year-of- 
change and the same number of suc- 
ceeding years as taxpayer was in the 
same trade or business prior to 1954. 
Then, too, any portion of the spread- 
forward adjustment not previously taken 
into account must be taken into ac- 
count where a taxpayer's status changes. 
Status changes include the death of an 
individual or cessation of his trade or 
business, termination of a partnership, 


and cessation of a corporate business 
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(unless acquired by another corporation 
under Section 381 of the 1954 Code). 
The effect of Section 24, if enacted as 
proposed, on settled cases such as Bee 
Company’s, is uncertain. The committee 
report includes some comment which 
no effect, 
particularly a statement that “if 


indicates that it would have 
there 
are any changes in methods of account- 
ing which have already been specifically 
allowed these should not be upset by 
this provision.” 


Other interpretations of the Bill 


Section 24(d) of the bill, which states 
its effective date, is capable of other in- 
terpretation, however. Its general rule 
is that the amendments made by the pro- 





November 1957 © 


vision shall apply to any change in 
method of accounting where the year-of- 
change is a taxable year beginning after 
December 31, 1953 and. ending after 
August 16, 1954. The only exceptions to 
this rule are cases where both the follow- 
ing conditions exist: (a) The taxpayer 
has applied for a change in the manner 
provided by the Regulations; and (b) 
The the Commissioner 
have agreed to the terms and conditions 


taxpayer and 
for making the change. 

While these terms and conditions have 
been agreed upon, Bee Company did 
not apply for a change in the manner 
provided by the Regulations, and, there- 
fore, its settlement is not excluded from 
Section 24, if technically construed. 


New accounting decisions this month 


Useful life and salvage value of leased 
automobiles determined. Taxpayer was 
engaged in the business of leasing auto- 
mobiles as a sole proprietor. He entered 
into an agreement with a family corpo- 
ration, U-Drive, to lease to the latter all 
of the automobiles. U-Drive in turn 
leased about 40% of the automobiles to 
customers for extended periods of time 
and rented the remainder to the general 
public on a short-term basis. In deter- 
mining useful life and salvage value for 
depreciation purposes the court finds 
that the automobiles 


which taxpayer 


leased to U-Drive for use under ex- 


tended-term leases had a useful life of 
three years and a salvage value of $600, 
while those leased to U-Drive for short- 
term life of 15 
months and a salvage value of $1,375. 


Evans, TCM 1957-156. 


rental had a_ useful 


TV station can’t depreciate intangible 
contract rights. Upon purchase of an 
operating television broadcasting station 
taxpayer acquired a network affiliation 
contract with a principal network, to- 
gether with customer contracts for spot 
time on local and national station broad- 
The cost of the network affiliation 
contract FCC rules to a 
two-year period) is held not to qualify 


casts. 


(restricted by 


for depreciation since the value of the 
contract tends to increase with the pas- 
sage of time and network affiliations in 
general remain fixed for very long 
periods. The cost of the local and na- 
tional spot contracts is also not subject 
to depreciation. 


These contracts are 


ordinarily renewed and the payment for 


them was in effect for goodwill. Rev. 
Rul. 57-377. 


Finders fee paid by banks amortizable 
over life of mortgage. A finders fee or 
buying commission paid by any type of 
bank to a third party for introducing a 
prospective mortgagor is to be capital- 
ized over the life of the mortgage. How- 
ever, where a bank has already deducted 
the full commission in a vear barred by 
the statute of limitations, it may not 
again deduct a pro rata part of the 
same commission in a subsequent year. 
Rev. Rul. 57-400. 


Construction cost of mausoleum recover- 
able through crypt sales. A commercial 
cemetery corporation constructed a 
mausoleum with available space for sev- 
eral hundred crypts. Since the corpora- 
tion intends to sell the crypts in the 


IRS 


rules that the mausoleum is not properly 


ordinary course of business, the 


depreciable. The taxpayer should treat 
the construction cost of the mausoleum 
as a cost of crypt sales by a ratable al- 
location to each crypt. Rev. Rul. 57-376. 


Auto dealer’s income is full car price 
despite withholding by finance company. 
The Tax Court adheres to its position 
that an auto dealer must include in his 
income the full sales price of cars sold 
with loan 


company financing 


though a reserve was withheld by the 


even 


finance company equal to at least 5% of 
the total outstanding on the dealer's con- 


tracts. The Tax Court noted that it had 
been reversed on this issue by the Fourth 


Circuit (Johnson, 233 F.2d 952), but 
declined to follow that court. Hansen, 
TCM 1957-113. 


Vacation pay ruling extended again; to 
be applied after January 1, 1959. Rev. 
Rul. 54-608 permits the accrual of va- 
cation pay only if liability to a specified 
employee is clearly established and the 
amount can be computed with reason- 
able accuracy. Application of the ruling 
had previously been deferred to July 1, 
1957. The Service now announces that 
enforcement is again deferred; it will 
not be applied to tax years ending prior 
to January 1, 1959. There will be no 


further extensions. Rev. Rul. 57-325, 
TIR 57-55. 
Taxpayer's inventory accepted. The 


Commissioner increased taxpayer's in- 
ventory, multiplying the reported figure 
by 25. Taxpayer was a ship chandler and 
the inventory in question had been sur- 
plus World War I goods. The court 
finds there is nothing to substantiate the 
arbitrary write-up. The Commissioner 
was also in error in disallowing $1,000 
of purchases as personal items with- 
the The court 
finds that very few items bought were 


drawn from business. 


of a personal nature and such _pur- 
chases were on specific order by ships 
officers and were properly accounted for. 


Richardson, TCM 1957-122. 


Cash basis taxpayer must deduct loss 
when it occurs. The court interprets 
1931 
as amounting to a large loss sustained 
in that had 
money, turned over to the broker in a 


decedent's brokerage transactions 


year after he borrowed 
vain attempt to reduce that debt to an 
amount covered by his collateral and 
thus prevent a forced sale. The broker 
did sell him out however. This loss was 
deductible in 1931 not in subsequent 
years as decedent repaid the money he 
Bramer 
30/57. 


had borrowed from _ others. 
Estate (Kaplan, Ex’r), DC Pa., 7 


Property taxes accruable not in year 
levied but in year they became a lien. 
Allegany County property taxes on tax- 
payer’s property for the year 1951 were 
levied in December, 1950. In prior years 
the tax became a lien in the year of 
levy. Due to a change in New York 
state law the lien for 1951 tax did not 
attach, and taxpayer did not become 
personally liable for the levy until the 
year after the levy, i.e., 1951. The court 
holds the accrued 


taxes could not be 
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during the year of levy but were prop- 
erly deductible only in 1951. As a result, 
no real estate tax is deductible for the 
1950 return. Messer Oil Corp., 28 TC 
No. 124. 


Sole proprietor can’t use different ac- 
counting period for business. An in- 
dividual reporting on a calendar year 
was an employee for part of the year 
and then operated as a business pro- 
prietor for the balance of the year. The 
IRS rules he must include in his income 
not only his earnings as employee, but 
the business operations to December 31. 
If he desires to change his accounting 
period, he must first obtain the prior 


approval of the Commissioner. Rev. 
Rul. 57-389: 

CAPITAL GAINS 
“Lease” of sprinkler system ruled a 


conditional sale. A five-year lease pro- 
viding for the installation of an auto- 
matic fire protection sprinkler system 
in a warehouse and office building called 
for “rental” payments over the five-year 


period aggregating the cost of the sys- 


H 
its installation. The lessee was 
the 
lease for an additional five-year period 


tem and 


given the privilege of renewing 


a nominal rental. The IRS holds the 


a 
lease is a conditional sale. Accordingly 
the rental payments are capital expendi- 
tures, recoverable through annual de- 
preciation over the life of the system. 
Rev. Rul. 57-371. 


“Lease-option agreement” was a sale. 
laxpayer rented farm property having 
a fair market value of $46,500 under a 
lease-option agreement which provided 
that he would pay two years rental at 
$15,000 and would have an option to 
purchase at $31,500. The court notes 
that the “rentals” and “option price” 
amounted to $46,500, and finds that the 
parties intended a sale of the property 
at the time of the agreement. Payments 
thereunder are held to be installments 
on the purchase price, not deductible 
rent. Beus, 28 TC No. 132. 


Commissioner not bound by agreement 
allocating damages for loss of goodwill. 
Taxpayer, a movie theatre operator, had 
claimed antitrust damages against cer- 
tain film companies on the ground that 
they deprived him of first run movies 
to benefit their own theatres. Settlement 
was made out of court by an agreement 
which specifically allocated three-fourths 


of the amount to the loss of goodwill, 
and the other one-fourth to the loss of 
profits. Taxpayer accordingly reported 
three-fourths of the net proceeds as 
long-term capital gain. The Commis- 
sioner claimed that the entire amount 
represented recovery of lost profits and 
was taxable as ordinary income because 
there was no proof in the negotiations 
leading to the settlement as to any dam- 
ages for loss of goodwill. The court 
agrees, holding that the Commissioner 
is not bound by the terms of the settle- 
ment agreement. Since there was no 
proof of actual loss of goodwill, the en- 
tire amount is held taxable as ordinary 


income. Basle, TCM 1957-169. 


Capital gain on sale of subdivided in- 
herited real estate. Taxpayer engaged a 
broker who subdivided and sold one half 
of certain property she had inherited 
After a few isolated sales by the taxpayer 
eight years later, she sold the remain- 
ing land in one tract. It is not clear 
issue here; however 


which sales are in 


the court holds that the actions of tax- 
payer did not constitute a trade or busi- 
ness and the profits on the sale were 


capital gains. Potter, DC Ga., 7/26/57. 


Capital gain on sale of inherited tract 
despite subdivision and improvement. 
Taxpayers, a lawyer and his sister-in-law, 
were joint owners of land which had 
been held by their family for several 
generations. They tried, without success, 
to sell it as a unit and then authorized 
a real estate firm to subdivide it, put 
in streets and sell lots. All of the actual 
planning and negotiation was done by 


the real The 


estate agents. sales con- 
tinued over five years; two are in issue 
here. The court holds the land never 


lost its character as a Capital asset; tax- 
payers did not go into the real estate 
business, they merely chose the best way 
to dispose of an inherited asset. Mackall, 
DC Va., 8/5/57. 


Indian pays no tax on gain from sale 
of allotted land. Income derived by an 
Indian from the sale of alloted land 
held in trust for him by the U. S. under 
Act of 1887 is 


exempt from tax. Rev. Rul. 57-407. 


the General Allotment 


DEDUCTIBILITY 


Payments to settle trust litigation not 
deductible by corporation. Taxpayer's 
sole stockholder left his shares in trust 
for his four children. The children sued 
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the trustees, who were also a majority 
of the directors of taxpayer, to require 
the payment of substantially all of tax- 
payer’s income to them, not merely the 
amounts declared as dividends. They 
also questioned the application by the 
trustees of certain other income. 
The the 
against the beneficiaries, and they ap- 


trust 
decision of lower court was 
pealed. To settle the litigation, taxpayer 
paid $100,000, to be distributed $25,000 
to each beneficiary. Taxpayer contended 
there was a corporate purpose in the 
settlement reversal 
might require payment of the entire 


payment, since a 
surplus, leaving inadequate reserves and 
working capital. But the court finds the 
corporation’s interest was too remote 
and disallows the deduction as an ordin- 
ary and necessary business expense. E. 
W. Edwards & Sons, DCN. Y., 8/9/57. 


Window and wall replacements capital 
expenditures. Taxpayer operated a drug 
store on the ground floor of his apart- 
ment building. He also occupied one 
apartment and rented the others. During 
1952 he spent over $500 replacing the 
apartment windows and over $1700 re- 
placing a wall in the cellar. The court 
holds the expenditures are in the nature 
of capital outlays and hence non-de- 
ductible in full. Small repairs, and the 
cost of a refrigeration unit to keep ice 
cream machinery operating are allowed 
as business expenses. The court also sus- 
tains the Commissioner's reduction of 
the expenses by $180 which he attributed 
to taxpayer’s personal use of room and 
utilities. Croff, TCM 1957-163. 


Lawsuit expenses in trademark action 
not deductible. 
trademark 


[Taxpayer owned the 
“Sanymetal” and sued an- 
other company to enjoin its use of “Sani- 
metal.” To avoid heavy litigation ex- 
penses, taxpayer paid the other company 
$15,000 to cancel its mark. Recognizing 
that the $15,000 


treated as a 


payment should be 
fees 
rather than purchase price for the trade- 
mark, the 


substitute for legal 


court nevertheless disallows 
the deduction. The expenditure was in- 
curred to earn income in the indefinite 
future, and thus should be capitalized. 
Sanymetal Products Co., DC Ohio, 7/ 


9/57. 


Dutch elm disease no casualty. The 
IRS points out that a national magazine 
was in error in referring to an allow- 
able casualty loss for an ornamental tree 
lost by Dutch elm disease. Since there 
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is no sudden action, this loss would not 


‘qualify as a casualty loss under the 


Code. Field Release 56. 
WHAT IS INCOME 
Bank deposits were loan repayments, 


not The 


termined deficiencies against taxpayer 


income. Commissioner de- 


based on inclusion of certain’ un- 
explained deposits in taxpayer’s income. 
The court concludes from the evidence 
that the deposits were the property of 
taxpayer's son who was serving in the 
armed forces, and largely represented 
repayments of advances which taxpayer 
made to him. The deposits were there- 
fore not income to taxpayer. Liltanski, 
TCM 1957-135. 


Pay, forfeited by court martial, not in- 
come. The IRS distinguishes between a 
forfeiture of and a 


that 


pay fine and holds 


forfeited pay never was income; 
consequently withholding of income tax 
is made only on the reduced pay actually 


disbursed. Spec. Rul. 3/18/57. 


Share of profits received by widow was 
income in respect of a decedent. Vax- 
payer’s husband had been a member of 
an insurance 
The 


for payment of a share of the profits 


brokerage partnership. 


partnership agreement provided 
for a ten-year period to the representa- 
tive of a deceased partner. The value of 
this right to profits for ten years had 
been included in the husband's estate. 
She included each year’s profit in in- 
come and later claimed a refund on the 
that 


valuation of 


theory one-tenth of the estate tax 
should be de- 
The 


now the 


the right 


ducted in each year. refund was 


allowed but Commissioner 


claims it was erroneously paid and sues 


November 1957 


to recover it. The court holds she must 
repay it. The payments received were 
income in respect of a decedent under 
Section 691 and were fully taxable to 
her. She could not recover tax-free the 
estate tax value of the income right; 
that was in no sense a cost or basis to 
her. It would defeat the purpose of 
Section 691 to allow any offset against 
this income. Ellis, DC N. Y., 8/13/57. 


Specific bequest which includes compen- 
sation as executor excludable from in- 
come. An employee received a specific 
bequest which the will specifically stated 
was to include all compensation for her 
services as executrix. Since the right to 
the sum was not contingent upon her 
performing the duties of executrix, the 
Service holds it is not to be treated as 
taxable compensation but constitutes a 
nontaxable gift or bequest. Rev. Rul. 
57-398. 


Membership dues taxable income even 
though allocated to pay off fixed debt. 
Voluntary pro-rata payments by share- 
holders to the corporation may repre- 
sent contributions to capital. However 
the IRS rules that portion of annual 
membership dues received by a taxable 
allocated to a 
special reserve fund to pay interest and 


organization which is 
principal on a mortgage cannot be ex- 
cluded from the corporate gross income 
since the payment of dues is not a volun- 
tary contribution. Rev. Rul. 57-375. 

Advance designation of rental allow- 
ance for parsonage required. The IRS 
points out that the final Regulations on 
rental 


allowances to ministers for a 


parsonage differ from the proposed 


Regulations. The proposed Regulations 
had required that prior to payment the 





STATEMENT OF THE OWNERSHIP, MAN- 
AGEMENT AND CIRCULATION REQUIRED 
BY THE ACT OF CONGRESS OF AUGUST 
24, 1912, AS AMENDED BY THE ACTS OF 
MARCH 3, 1933, of The Journal of Taxation 
published monthly at Paterson, N. J., for 
November, 1957. 
1. The name and address of the editor and 

brsiness manager is: 

Editor: | William S. Papworth, 

Business Manager: | New York, New York 
2. The owner is: (If owned by a corporation, 
its name and address must be stated and 
also immediately thereunder the names and 
address of stockholders owning or holding 1 
per cent or more of total amount of stock. If 
not owned by a corporation, the names and 
addresses of the individual owners must be 
given. If owned by a partnership or other 
unincorporated firm, its name and address, 
as well as that of each individual member, 
must be given.) 

The Journal of Taxation, Inc., N. Y., N. Y. 

W. S. Papworth, New York, N. Y 

E. M. Greenwald, Levittown, Penna. 

W. Spink, Inc., New York, N. Y. 





3. The known bondholders, mortgagees, and 
other security holders owning or holding 1 
per cent or more of total amount of bonds, 
mortgages, or other securities are: William 
S. Papworth, New York, N. Y.; E. M. Green- 


wald, Levittown, Penna.; W. Spink, Inc., 
New York, N. Y. 
4. Paragraphs 2 and 3 include, in cases 


where the stockholder or security holder ap- 
pears upon the books of the company as 
trustee or in any other fiduciary relation, the 
name of the person or corporation for whom 
such trustee is acting; also, the statements 
in the two paragraphs show the affiants full 
knowledge and belief as to the circumstances 
and conditions under which stockholders and 
security holders who do not appear upon the 
book of the company as trustees, hold stock 
and securities in a capacity other than that 
of a bona fide owner. 

Journal of Taxation, Inc. 

William S. Papworth, Business Manager 
Sworn to and subscribed before me this 14th 
day of October, 1957. 


Irving Lent, Notary Public 
(My commission expires March 30, 1958) 








allowance be designated as in lieu of a 
parsonage in minutes, employment con- 
tract or other appropriate instrument. 
The final Regulations require such ad- 
vance designation only for payment 
made after December 31, 1957. For pay- 
ments prior thereto, designation prior 
to December 31, 1957, is 
Notice 334. 


sufficient. 


Can avoid tax by rejecting contest prize. 
An individual refused to accept an all- 
expense-paid vacation trip he won as a 
prize in a contest. The IRS rules that 
the fair market value of the trip is not 
taxable to him. Rev. Rul. 57-374. 


Payments into union-established unem- 
ployment fund nondeductible; benefits 
taxable. A union established a volun- 
tary fund for the purpose of providing 
its members with unemployment bene- 
fits. Participants paid certain amounts 
into the fund, depending upon the type 
of membership desired, and received 
corresponding benefits under specified 
conditions. Amounts paid into the fund 
are held to be nondeductible while the 
benefits income to 
the recipient to the extent they exceed 
the payments made by him. Rev. Rul. 
57-383. 


received constitute 


Public Health Service 
program have tax exempt scholarships. 
Awards received by degree students and 


Nurses under 


others taking advanced courses of train- 
ing for professional nurses at certain 
universities the Public Health 
Service program are considered scholar- 


under 


ship or fellowship grants. Degree stu- 
dents may exclude the entire amount 
subject to the limitations (teaching or 
other services rendered) of Code Section 
117(b)(1), non-degree students 
may exclude up to an amount equal to 
$300 number of months re- 
ceived during the taxable year, for not 
more than 36 months. Rev. Rul. 57-370. 


while 


times the 


Payments to interns, resident doctors 
and administrative hospital residents 
fully taxable. Stipends received by in- 
terns and resident doctors performing 
services at a medical training hospital to 
which they are appointed periodically 
are compensation for services and not 
scholarship or fellowship grants under 
Code Section 117. Rev. Rul. 57-386. 


Similarly, amounts received from a hos- 
pital by a student enrolled as a candidate 
for a master’s degree in hospital adminis- 
tration who is required to serve as an 
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“administrative resident” are also tax- 
able as compensation and do not qualify 
as excludable scholarship or fellowship 


grants. Rev. Rul. 57-385. 


Wife’s travel expenses are income to 
husband when paid for by his employer. 
His family-owned corporation sent tax- 
payer, an officer and minority stock- 
holder who had just been married, on a 
business trip to Europe, and as an in- 
ducement to have him go, paid the 
expenses for his wife who accompanied 
him. Her presence during the business 
trip had no business purpose. The court 
holds the the 
wife’s expenses was not excludable from 


corporate payment of 
income as a wedding gift, but repre- 
sented either additional compensation to 
taxpayer for his services in going on the 
trip at the particular time or was a dis- 
tribution of earnings. The findings of 
fact state that the Commissioner allowed 
only half the expense as a deduction to 
the corporation. Silverman, 28 TC No. 
121. 


Contingent expense allowance is income. 
\ state court judge with a fixed salary 
received an additional $200 per month 
as “contingent expense allowance.” No 
accounting was required for such sums. 
They are held to be compensation for 
services rendered and therefore includ- 
ible in gross income. Geer, 28 TC No. 
112. 


OTHER DECISIONS 


For bad debt deduction, must prove 
loans did not become worthless in prior 
year. Taxpayer, a subsidiary, advanced 
funds to another subsidiary of the same 
parent. The parent transferred the stock 
of the debtor corporation to taxpayer 
which thereupon merged the debtor's 
assets and liabilities. Taxpayer claimed 
the advances became worthless in the 
year of merger but the court denies the 
deduction because taxpayer failed to 
prove that the obligations had not be- 
come wholly worthless in a prior year. 
Seaboard Commercial Corp., 28 TC No. 


119. 


idvances to daughter’s publishing com- 
pany not a bona fide debt. Taxpayer's 
daughter, a full-time student, has at all 
times been claimed by taxpayer as a 
dependent. The daughter and a college 
friend organized a corporation for the 
purpose of publishing a monthly maga- 


zine devoted to literature, fine arts, and 


music. Taxpayer furnished the corpo- 
rate capital on behalf of his daughter 
and made advances from time to time 
for the use of the corporation. After 
two issues the magazine folded up. The 
court denies taxpayer a bad debt deduc- 
tion for the monies advanced on the 
ground that no bona fide debtor-creditor 
relationship ever existed. Taxpayer is 
held to have simply made advances to 
his daughter’s magazine project out of a 
commendable paternal interest in fur- 
thering her literary pursuits. Rothbard, 
‘TCM 1957-155. 

Court agrees taxpayer's 
erred in reporting sale. Taxpayer testi- 
fied that he protested when his account- 
ant prepared his return showing that he 
had purchased stock and resold it. The 
accountant 


accountant 


died before the trial, but 
from the documents and oral testimony 
the court concludes that taxpayer was 
right and the tax return in error. The 
stock was sold directly by the other 
stockholder to the third party, and tax- 
payer had made no purchase and sale. 


Perkins, TCM 1957-128. 


Landlord taxable on rents despite as- 
signment of lease to wife. Taxpayer, the 
owner of a commercial building, for- 
mally assigned certain leases with tenants 
to his wife. She reported the income, 
though he claimed depreciation and 
other deductions. The district court held 
that she was the possessor of an interest 
and taxable on the 


in the property 


rents. This court reverses. Under state 
property law she had nothing but the 
right to the rents; the transaction was a 
mere assignment of income and incap- 
able of diverting the tax. However, even 
if she should have other rights, the trans- 
fer of income will not be recognized for 
tax purposes. Under the Horst line of 
cases it is clear that the donor in this 
intra-family gift retained sufficient con- 
trol over the property which gave rise to 
the income to be taxable on it. Shafto, 
CA-4, 7/15/57. 

Wages and rentals are “business in- 
come” for computing net operating loss 
carryback. In 1947 taxpayer sustained a 
net operating loss from the operation of 
a hotel, a farm, and a seafood business, 
and a nonbusiness loss from the sale of 
the hotel assets. [Under the 1954 Code 
loss on disposition of business assets is 
an operating loss.—Ed.] In determining 
the available net operating loss carry- 
back 1939 Code, 


under the taxpayer 
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treated the entire income earned by him- 
self and his wife from salaries, bonuses, 
directors’ fees rentals as “non- 
business” income (which does not under 
the Code reduce the net operating loss 
available as a carryback). The Commis- 


and 


sioner determined that the income was 
must be offset 
against the net operating loss rather 
than the The Tax 
Court says merely that the question was 
decided taxpayer in La- 
greide, 23 TC 508, and upholds the 
Commissioner’s determination. Roberts, 
TCM 1957-145. 


“business income” and 


nonbusiness _ loss. 


against the 


Property condemned as unsafe not in- 
voluntarily converted. Taxpayer owned 
rental property which under local hous- 
ing laws was declared unfit for habita- 
tion unless extensive repairs were made. 
Rather than do this, taxpayer is selling 
the property. The Service rules that the 
housing department 


action is not a 


condemnation, or threat of condemna- 
tion, permitting non-recognition of gain 
under 
Section 1033 means taking of private 


on conversion. Condemnation 
property for public use upon payment. 
Rev. Rul. 57-314. 


Basis of patents in tax-free exchange 
reconstructed. ‘Taxpayer, a corporation 
engaged in the manufacture of precision 
instruments, obtained six patents from 
the inventor under a tax free exchange 
of stock for the patents. The basis of the 
patents to the transferor (which basis re- 
mains the same for the corporate trans- 
feree) could not be substantiated as the 
inventor lost all of his records pertain- 
ing to the expenses and costs of develop- 
ing, engineering, constructing, making, 
and testing the items covered by. the six 
patents. Using estimates and other evi- 
dence, the reconstructs the 


court cost 


basis for each patent to be used in com- 


puting depreciation. Brunson Instru- 
ment Company, TCM 1957-154. 
Promissory note had no value. For 


services rendered, a cash basis taxpayer 
received in 1951 a $7,000 unsecured non 
interest bearing promissory note pay- 
able “240 days thereafter.” At time of 
issuance, the note 


maker of the was 
without funds. Taxpayer was in need of 
immediate cash during the year of re- 
ceipt and on 10 or 15 occasions at- 
tempted to sell the note but without 
The court concludes the note 
had no fair market value in 1951. Wil- 
liams, 28 TC No. 114. 


success. 
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How to control tax and accounting aspects 


of retirement from a partnership 


W MIGHT AS WELL face the lugu- 
brious fact that every person who 
is a member of a partnership will sooner 
or later cease to be one. And in spite of 
our brightest hopes, every existing part- 
nership will sooner or later cease to 
exist. This is the prime reason why 
every partnership should have a partner- 
ship agreement. 

Probably 75% of the partnerships in 
this country have no written agreement. 
In many cases they are proud of the fact 
that they have been able to operate as 
long as they have without reducing to 
writing the terms of their operation. In 
most situations there is no need for an 
agreement prior to the time that one of 
the partners dies or retires. It is then 
that they wish that they had set forth 
clearly the terms under which a particu- 
lar partner could leave the partnership. 
There are few partnerships in existence 
which can summarily make a cut-off of 
their operations and forthwith pay out 
in cash to a retiring partner or the es- 
tate of a deceased partner the exact 
amount to which he is entitled. In most 
cases there is work in process which is 
difficult to value and a full payment in 
cash would place a great burden on the 
remaining partners. 

The retirement of a partner creates 
legal, accounting and tax problems 
which are closely interrelated. Under the 
Uniform Partnership Law, when a part- 
ner dies or retires, he is entitled to re- 
ceive his interest in the property and 
profits of the partnership. From an ac- 
counting standpoint, this means that he 
should receive his capital account and 
his undistributed profits of both prior 
years and the current year up to the date 
of his retirement. In many partnerships, 
of course, provision is made to give the 
retiring partner more than his. legal 
minimum. However, even in such part- 
nerships, it is common to provide that 


if a partner is expelled from a partner- 
ship, or leaves because of bankruptcy, he 
will receive no more than must be paid 
to him under the law. We will discuss 
later in this article payments which go 
beyond the legal requirements. But, 
since, in almost every partnership, there 
will be instances where the retiring part- 
ner will receive no more than he is leg- 
ally entitled to, we will discuss that first. 


Dividing partners’ capital account 


On the books of many partnerships, 
we find that the initial capital and the 
undrawn earnings of prior years have 
been combined in one capital account. 
The earnings of the current year are 
seldom credited to the partners until the 
close of the year. The tax treatment of 
the payment to the retiring partner of 
his capital account and undistributed 
profits of prior years is identical; they 
are both tax-free in his 
hands. The remaining partners will re- 


considered 


ceive no deduction from income for 
making this payment. The retiring part- 
ner’s share of the current year’s profit is, 
however, taxable as ordinary income to 
him, and deductible from the distribut- 
able income of the other partners. 
There is no real harm in combining 
the undistributed profits of prior years 
with the initial capital into one capital 
account. From a_ practical standpoint, 
however, the two should be kept separ- 
ate. On the retirement of a partner he 
will not report as income the amount of 
his capital and undistributed profits of 
prior years. A revenue agent, however, 
may well inquire as to whether the capi- 
tal account should be accepted at face 
value for tax purposes. Many accounts 
include a goodwill factor for property 
contributed by the partners. Under the 
Internal Revenue Code of 1954 the basis 
of partnership property contributed by 
partners is the same in the hands of the 


partnership as it was in the hands of the 
contributing partner. If the capital ac- 
count is a hodge-podge of the original 
contribution plus undistributed earnings 
of prior years, it will be very difficult to 
establish that the entire amount repre- 
sents a tax-free item. 

If, on the other hand, there is one 
separate capital account for the original 
contributions and the undistributed 
profits account can be tied in with the 
tax returns as of the end of each year, a 
great deal of trouble may be saved. If 
the original capital contribution con- 
sisted of cash, a notation on the books 
of account in the capital account show- 
ing that to be the fact, will probably 
satisfy a revenue agent. If, as is more 
likely to be the fact, the partnership is 
a continuation either of a prior partner- 
ship or of an individual proprietorship, 
copies of the last return of the previous 
partnership or proprietorship and of the 
first return of the new partnership 
should establish that the basis in the 
hands of the partnership is the same as 
that of the predecessor. Remember that 
the Service has the habit of destroying 
both individual and partnership returns 
after they have reached a certain age, 
and unless the partnership preserves 
these returns in its own files, they may 
be unavailable when needed. 

It is exceedingly important that the 
capital account and undistributed prof- 
its account be maintained for each indi- 
vidual partner and not lumped into one 
net worth account which includes the 
initial capital and undistributed earn- 
ings of prior years. It is a terrific ac- 
counting job to go through the records 
of a partnership to determine for any 
particular partner his exact share in the 
undistributed earnings when the _bal- 
ance each year is lumped in one ac- 
count and not shown separately for each 
partner. 


Earnings for year of retirement 


Assuming that the partnership record- 
keeping is adequate so that you can 
determine and establish the amount of 
the capital contribution and the undis- 
tributed earnings of prior years, the next 
problem is the determination of the re- 
tired partner’s share of the earnings of 
the current year. Assuming that he dies 
or retires in the middle of a year, you 
have the practical problem as to whether 
you must make a complete cutoff of the 
books or whether you can use some ap- 
proximation. Although this may seem a 
minor problem, in many partnerships it 
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has caused the expenditure of a great 
deal of time in discussions between the 
bookkeeper and the remaining partners. 
\ cutoff of the books of a cash basis part- 
nership in the middle of a month can 
present a very distorted picture. Similar- 
ly, a cutoff in the middle of a year of a 
partnership which is engaged in a sea- 
sonable business can cause a substantial 
amount of injustice either to the retired 
partner or to the remaining partners. In 
some businesses the beginning part of 
the year is the most prosperous and the 
end of the year is one in which the 
major portion of the expenses are in- 
curred and special bonuses and other 
items paid. If a partner dies in the mid- 
dle of a prosperous season, his share will 
be much greater than it actually should 
be 

lo eliminate trouble for the book- 
keeper and prevent injustices of this 
type, it is suggested that the clause fix- 
ing the amount to be received by a part- 
ner who dies or retires provide for a re- 
duction in his partnership _ interest 
rather than a cutoff as of the date of 
death. Under such a provision he would 
remain a partner until the end of the 
fiscal year of the partnership but at a 
reduced percentage. Thus a partner who 
had been receiving 10% retires in the 
middle of the year. Under a properly 
worded partnership agreement his per- 
and he 
would receive that much of the entire 
year’s profits. This eliminates a difficult 
accounting problem and acts to insure a 


centage would be reduced to 5% 


fair treatment for both the retiring part- 
ner and the remaining partners. 


Termination of accounting year 


Such a provision in the partnership 
agreement relates simply to the deter- 
mination of the income to be paid to 
the retiring or deceased partner. It 
would not affect the taxable year of the 
partner or partnership involved. Under 
Section 706 of the Code, if a partner 
dies, the taxable year of the partnership 
is not automatically terminated but con- 
tinues until the end of its normal year. 
If, however, a taxpayer sells or exchanges 
his entire interest in the partnership or 
if his interest is completely liquidated. 
the partnership year closes as to him at 
that point. These provisions can have 
varying tax effects and should be taken 
into account. 

\ partner who contemplates retire- 
ment from a partnership should give 
careful consideration to the tax effects 
of this Section. If the partnership is on 


a calendar year it will make little differ- 
ence. If, however, the partnership is on 
a fiscal year, it may make a great deal of 
difference as to what date he picks to 
retire. Thus, in the case of a partnership 
ona June 30 fiscal year, if a partner de- 
cides to retire as of December 31 it will 
result in the inclusion in his calendar 
year for individual tax purposes of 18 
months of partnership income. If he 
should decide to retire as of January 31, 
he will not suffer from doubling up of 
income. 

In the case of the death of a partner, 
the partnership year does not terminate 
as to him but continues as usual. This 
was inserted in the law for the benefit 
of partnerships on a fiscal year. Thus, in 
the case of our partnership on a June 30 
fiscal year, when a partner dies on De- 
cember 31, a bunching of income in the 
year of death is prevented. Instead of 
having 18 months of income in the year 
of death, he has only 12 months in the 
year of death, the other six falling in the 
year following, when the return will be 
made by the executor. 

In the case of partnerships on fiscal 
years, this statutory provision will in 
most cases result in a tax savings for the 
deceased partner. However, if the part- 
nership is on a calendar year, the exact 
opposite may result. Let us assume a 
calendar-year partnership and the death 
of a partner on November 30. His execu- 
tor will file a return for the decedent for 
the period from the beginning of the 
year through November 30 and will re- 
port practically no income, with the re- 
sult that the exemptions and deductions 
will, to a large extent, go to waste. The 
first year of the estate will include 11 
months of partnership income and prac- 
tically no deductions. As a result of this 
inequity, there is a movement on foot to 
amend this Section and give taxpayers 
the option to decide whether the part- 
nership year should end at death or con- 
tinue. In the case of two-man _ partner- 
ships, the present Regulations provide 
for the continuance of the partnership 
in spite of the fact that after the death 
of one partner it will be in effect a sole 
proprietorship. 


Book value v. real value 


The amount of the capital and un- 
distributed profits will normally be de- 
termined with reference to the books of 
the partnership. In cases, the 
amount so arrived at will be satisfactory 
to all involved. In some instances, how- 


ever, it will not. Often the death of one 


many 
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partner will require the complete disso- 
lution and liquidation of the partner- 
ship. The amount realized on such liqui- 
dation will often not equal the book 
value. For that reason, the remaining 
partners should be given the option 
either to pay book value to the retiring 
or deceased partner or to liquidate the 
partnership and divide its assets among 
the parties involved. 

In some partnerships the true value of 
the partnership assets will be consider- 
ably in excess of the book values. For 
example, an apartment building con- 
structed in the thirties or forties will 
have a book value of far less than its 
present market value. Under such cir- 
cumstances, the partnership agreement 
should provide for an appraisal by a 
group of disinterested real estate experts. 
The remaining partners should then 
have the option to buy the deceased or 
retiring partner’s interest at the ap- 
praised value or to sell the property and 
divide the proceeds among the partners 
in accordance with the agreement. 

The appraisal is a satisfactory manner 
of handling this problem when the 
property involved is one piece of real es- 
tate. Where, however, the partnership 
has a factory, machinery and inventory 
on the books at less than their true 
value and there is valuable goodwill, an 
appraisal clause in a partnership agree- 
ment will generally not solve the prob- 
lem. If the partnership agreement calls 
for the payment of book value to a de- 
ceased or retiring partner, the problem 
can be solved by periodically revising 
the books to show the true value of the 
assets. Such revision, of course, must be 
agreed to by all of the partners. The 
agreement itself can provide for an an- 
nual reappraisal of the value of the part- 
nership property, which appraisal can 
either be placed on the books or kept 
as a separate document. Or certain as- 
sets can be specifically revalued in the 
agreement. 

At the end of this article are suggested 
paragraphs for the retirement provisions 
discussed herein. Paragraphs 1, 2 and 3 
should be present in every agreement 
because they provide the bare legal mini- 
mum. Paragraph 4 is an optional clause 
to be used where a greater sum is pay- 
able and of course, the amount and 
length of payment are not inflexible. 


Personal service partnerships 


The most difficult problems involving 
the retirement provisions of a partner- 
ship agreement arise in the case of per- 
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SUGGESTED AGREEMENT COVERING WITHDRAWAL OF PARTNERS 


1. (a) If any partner shall, in the 
opinion of a majority in interest of 
the partners, be guilty of misconduct 
of such character as to render it im- 
practicable for the then partners to 
carry on the partnership business to- 
gether, the offending partner may be 
expelled from the partnership. 

(b) There shall thereupon be paid 
to the expelled partner, or his nom- 
inee or representative, the balance in 
his capital and undistributed profits 
accounts, as of the beginning of the 
fiscal year in which such expulsion 
shall occur, less any withdrawals 
therefrom, or charges or losses there- 
in, to the date of expulsion. 

(c) As of the close of the fiscal year 
in which such expulsion occurs, there 
shall be paid to the expelled partner, 
or his nominee or representative, his 
pro rata share of the income of that 
fiscal year, based on the ratio of num- 
ber of days prior to expulsion to the 
number of the days in the fiscal year. 

(d) The interest of the expelled 
partner to the partnership property 
and earnings shall cease as of the date 
of expulsion. He shall thereafter have 
no rights against the partnership of 
the remaining partners as to the 
property or earnings except as to pay- 
ments set forth above. 

2. Any partner may retire from 
the partnership as of the end of any 
calendar month, after giving the oth- 
er partners at least 60 days’ notice in 
writing of his intention so to do. Any 
partner who shall be disabled so that 
he cannot perform his duties as a 
partner for a continuous period of 
six months may be retired from the 
partnership by a vote of a majority 
in interest of all other partners, as of 
the close of the month in which such 
six-month period ends. Any partner 
who shall be adjudicated a bankrupt, 
or who shall make an assignment for 
the benefit of creditors, may be re- 
tired from the partnership, by a vote 
of a majority in interest of all other 
partners. In the event of the retire- 
ment or death of a partner, neither 
the partnership nor its fiscal year 
shall be terminated and the remain- 


ing partners shall continue the busi- 
ness, and shall succeed to the interest 
of the retired or deceased partner by 
paying to him or his representative 
the then balance in his capital and 
undistributed profits account, and his 
pro rata share of the income of that 
fiscal year based on the ratio of the 
number of days prior to death or re- 
tirement to the number of days in 
the fiscal year. 

3. Payments of capital and undis- 
tributed profits account balances, 
and of the share of the current year’s 
income, shall be made ......... i 
%) WHR 60 ais days 
after the end of the fiscal year in 


percent ( 


which retirement, expulsion or death 
occurs, and the balance in ..... 
equal monthly installments until paid 
in full. 

4. Each retired partner, or his es- 
tate in the event of death after re- 
tirement, and the estate of each de- 
ceased partner, shall, in consideration 
of past services, receive a share of the 
earnings of the partnership for that 
year and subsequent years, deter- 
mined as follows: 

(a) Each such retired partner or 
deceased partner's estate shall receive, 
as of the close of the fiscal year in 
which death or retirement occurs, a 
percentage of the earnings, which 
percentage is the sum of the follow- 
ing: 

(1) One-twelfth of his last profit- 
sharing percentage, multiplied by the 
number of months from the begin- 
ning of the fiscal year to the end of 
the month in which death or retire- 
ment occurs; plus 

(11) One-forty-eighth of his high- 
est profit-sharing percentage, during 
the previous five years, multiplied by 
the number of months from the end 
of the month in which death or re- 
tirement occurs, to the end of the 
then fiscal year. 

(b) Each retired partner or de- 
ceased partner’s estate shall receive, 
as of the close of each fiscal year suc- 
ceeding that in which his death or 
retirement occurs for ten years, a per- 
centage of the partnership earnings 


equal to one-fourth of his highest 
profit-sharing percentage during the 
previous five years. Said ten-year pe- 
riod shall be reduced by one for each 
year he lacks of age 65 on retirement, 
and further reduced by one month 
for each full month during the pre- 
vious five years during which he was 
absent for disability. 

(c) If a partner shall retire at any 
time other than as of the close of a 
fiscal year, the number of years dur- 
ing which he may participate in the 
earnings, as set forth above, shall be 
nine. If a retired partner competes 
with this partnership in any way 
after the close of the fiscal year in 
which he retires, but prior to the end 
of the fiscal year in which the last 
payment to him under paragraph (b) 
above, is due him, he shall forfeit all 
payments for the fiscal year in which 
such act occurs, and all subsequent 
years, but shall not be required to 
return any advances made to him 
against earnings of such year. 

5. Payments of shares of the earn- 
ings for years subsequent to death or 
retirement shall be made within 60 
days after the close of each such year, 
except that there may be loaned to a 
retired partner or the estate of a de- 
ceased partner, on June 1, September 
1 and December 1 of the years fol- 
lowing the first full year after retire- 
ment or death, amounts equivalent 
to 20% of the total amount received 
during the previous year, adjusted to 
conform to the percentage interest 
for the current year. 

6. A retired partner, so long as he 
is receiving payments hereunder, 
shall not at any time perform work 
for any client or clients of the part- 
nership, and shall not at any time 
disclose to any person, firm or corpo- 
ration the name or names of any 
client or clients of the partnership, or 
of any of its transactions, nor at any 
time use the firm name by itself nor 
in conjunction with his own name or 
otherwise, nor use the words “for- 
merly of nor any 
other combination of words contain- 
ing the firm name. 








sonal service partnerships such as law- 
yers, accountants, engineers, and archi- 
tects. In this type of partnership, on the 


death or retirement of a partner there 
is almust always present a number of 
uncompleted matters which are difficult 


to value. A lawsuit may be pending 
which the firm has taken on a contin- 


gent fee basis. Engineering contracts and 
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architectural contracts may be in the 
process of completion which could re- 
sult in substantial profits or losses, de- 
pending on work to be done. 

[The deceased or retiring partner of 
such a partnership may have been re- 
sponsible to a large extent for the pros- 
perity of the partnership. He may have 
been quite a business-getter and have 
brought in numerous clients. If the part- 
nership as a whole is now serving these 
clients, they will not leave when he 
leaves, and the remaining partners will 
benefit accordingly. 

There is another element which is often 
taken into consideration in drafting the 
retirement provision for such a partner- 
ship. Many of these partnerships are 
large and can continue with practically 
no loss of income on the death or re- 
tirement of a partner. If the partnership 
agreement provides for payments for a 
number of years after death or retire- 
ment, it will add to the stability of the 
partnership and will operate as a form 
of mutual insurance. The benefits of 
such a provision are similar to those in- 
herent in the profit-sharing and pension 
plans of corporations. They increase the 
stability of the organization since a part- 
ner who has been with a firm for twenty 
years and has built up a large retirement 
credit will be loathe to leave simply for 
the purpose of receiving an increase in 
his current income. 


Retirement benefits 


In this type of partnership, it is cus- 
tomary to provide retirement benefits 
over and above the amount to which the 
partner is legally entitled. The provis- 
ions determining the amount to be paid 
are probably as many as there are part- 
nership agreements in the country. In 
some agreements it is provided that the 
remaining partners shall value all of the 
work in process and pay to the retiring 
or deceased partner his share thereof. 
[he agreement usually provides that this 
valuation shall be final and non-contest- 
ible. This form of clause is probably pro- 
ductive of more illwill and acrimony 
than any other. It lets the buyer set his 
own price and usually results in dissatis- 
faction on the part of the retiring part- 
ner or, in the case of death, on the part 
of his family. It takes a great deal of 
time out of partnership operations to sit 
down and attempt to place a value on 
every pending matter. 

As an alternative, we may provide for 
the continuation of the income of -the 
deceased or retiring partner for a period 


of time or we may provide for a continu- 
ing percentage interest in the partner- 
ship operations for a period of time. 
Generally speaking, the amount of pay- 
ments to be made after retirement will 
be less than those received prior to re- 
tirement and will be spread out over a 
period of time. Thus the agreement 
might provide that the amount the re- 
tifing partner had received during the 
preceeding two years of his membership 
should be paid out to him over a five- 
year period. It might provide that if he 
had been receiving 10% 


) 


of the profits 
prior to retirement he would receive 5% 
of the profits for a three-year period. In 
the form at the end of this article, pay- 
ment for ten years of one-fourth of his 
highest profit-sharing percentage during 
the five years prior to retirement is pro- 
vided for. The length of time during 
which he would continue to receive 
payments might be based upon the 
length of time he had been a member of 
the partnership. These provisions avoid 
difficult valuation problems, prevent un- 
necessary bookkeeping and accounting 
work and are simple in application. 


Unrealized receivables and goodwill 


Under Section 731 of the Code, upon 
a distribution by a partnership to a part- 
ner, no gain is recognized except to the 
extent that the money distributed ex- 
ceeds the adjusted basis of the interest 
in the partnership. In other words, a 
cash payment which does not exceed the 
partner's original capital, plus his un- 
distributed earnings of prior years, is 
nontaxable. 

Section 731 is not applicable where it 
conflicts with Section 736, which relates 
to payments to a retiring partner or a 
deceased partner’s successor in interest. 
Section 736 provides that amounts dis- 
tributed in exchange for the interest in 
partnership property shall not be con- 
sidered as a distributive share of in- 
come. It provides for capital gains treat- 
ment of such distributions under cer- 
tain circumstances. Thus, in the case of 
a real estate partnership where the 
property is appraised and the retiring 
partner received his share thereof, any 
gain realized would be a capital gain. 
However, in the case of a personal ser- 
vice partnership where the amounts paid 
are for uncompleted or past services, the 
amounts received would be taxable as 
ordinary income. Section 736 specifically 
states that payments for unrealized re- 
ceivables of the partnership cannot be 
treated on the capital gains basis, nor 
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can payments for goodwill unless the 
amount thereof is set forth in the part- 
nership agreement. 

The partner who is retiring would 
like to have the entire amount he re- 
ceives treated as payment for goodwill 
or for specific partnership property so 
that he can report any gain as a capital 
gain. The remaining partners, however, 
would like to treat all amounts payable 
to the retiring partner as a distributive 
share of the income so that they can re- 
duce their distributive shares according- 
ly. The problem is primarily one of 
arithmetic. 

Normally, a retiring partner is at a 
lower tax rate than are the remaining 
partners. The benefits of capital gains 
rates mean less to him than the right to 
deduct these amounts by the remaining 
partners. In many cases the amount paid 
to the retiring partner will not be for 
an interest in any property and cannot 
be properly ascribable to property so as 
to give him capital gains treatment. 
There are some _ instances, however, 
where it is possible to characterize a 
large amount of the payments for good- 
will, which will reduce the income taxes 
of the retired partner. 

The partners, at the time of drafting 
the partnership agreement, should give 
careful consideration to the net effect of 
characterizing any amounts as goodwill 
on the aggregate tax liability of all of 
the partners, including that of the re- 
tiring partner. Under ordinary circum- 
stances, they will find that the higher the 
goodwill factor, the higher the income 
taxes of the entire group. As a means of 
compromising the conflicting interests, 
an excellent solution is to increase the 
amount payable to the retiring partner 
to make up for the additional tax he 
will have to pay as ordinary income. It 
will normally be found that the addi- 
tional amount payable to him to com- 
pensate for the tax difference between 
ordinary income and capital gains will be 
less than the taxes saved by the remain- 
ing partners. 

Normally a law partnership will not 
have a goodwill factor that can be 
bought by the remaining partners. The 
Commissioner will probably contest vig- 
orously any attempt to put goodwill into 
the partnership agreement of a purely 
personal service professional partner- 
ship. This should not cause any dismay 
to the members of such a partnership 
because they will find that a careful 
drafting of the partnership agreement, 
making all payments to a retiring part- 
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ner ordinary income, will result in a 
much lower tax to the group as a whole 
than any attempt to save one partner 
taxes at the expense of the others. 

In conclusion, the agreement should 
provide specifically for the payment of 
the capital account and of all undis- 
tributed earnings of prior years. For the 





Partnership income taxed to children in 
family partnership where capital was 
purchased with children’s funds. Tax- 
payer had manufactured veneer for 
many years, leasing a warehouse owned 
by his wife. In 1941 they formed a part- 
nership, he contributing the business, 
she the warehouse. In 1942, each trans- 
ferred a portion of his capital to each 
18 and 15. 
The transfer was in form a gift, but the 


of their three children, 20, 


court holds it was in reality in satisfac- 
tion for debts to the children arising 
out of old gifts plus interest. But 
whether the interest arose by gift or not, 
the court holds the partnership valid for 
tax purposes. There was a real intent to 
join together in business. Williamson, 


Ct. Cls., 7/21/57. 


Unfinished contracts purchased by sur- 
viving partner entitled to an allocated- 
cost basis [Acquiescence]. One of two 
partners of an architectural firm pur- 
chased his retiring partner’s interest and 
thereafter continued the operation of 
the business as a sole proprietorship. 
They had fixed the purchase price by 
estimating the profits to be derived from 
certain contracts transferred. The court 
holds that the surviving partner is en- 
titled to a basis equal to an allocated 
part of the purchase price in computing 
the gain realized upon their comple- 
tion by him as a sole proprietor. He 
purchased contracts, not a partnership 
interest, and 


unlike goodwill or cus- 


tomers lists, the contracts would have 
no value after completion. Silling, Sr., 
27 TC 701, acq. IRB 1957-32. 

Election to adjust partnership basis 
must be filed for first effective year. 
Code Section 754 permits an optional 
adjustment of the basis of partnership 
property after a transfer of partnership 
interests if an election is made. When 
the cause of the transfer is an unfore- 
seen event such as the death’ of a part- 
ner there is no difficulty in making the 
election. The general rule is that the 
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year of death or retirement, and for such 
years during which pay- 
ments are to be made, the partner's per- 
centage should be reduced. Such a form 
will simplify the accounting and tax 
problems, and should result in fair treat- 


subsequent 


ment to all involved. It complies with 
all legal requirements. w 


election is made by a written statement 
filed with the partnership return for the 
first taxable year in which the election 
is to become effective. Consequently the 
election is filed with the return for the 
year of death. Rev. Rul. 57-347. 


Partnership with trusts for children up- 
held; it made $130,000 on $6,000 capital. 
‘Taxpayer was, with his wife, sole stock- 
holder in a woolen converting firm 
which he and about six employees had 
operated for many years. In 1945, when 
materials for his regular business were 
scarce, he saw the opportunity to go 
into the ribbon business. He made cash 
gifts of $2,000 each in trust for his two 
$2,000 of his own 


went into partnership with the trusts. 


children, and with 
Ihe three shared equally in profits after 
a $75 a week salary for him. The part- 
nership was dissolved in 1946 after it 
had earned some $130,000. The Com- 
missioner taxed all the income to the 
father, relying largely, the court says, 
on the argument that this was a personal 
service business. The court holds how- 
ever, that capital was needed, and was 
small because of the rapid turnover. It 
concludes that the parties did intend to 
join together in the present conduct of 
a business and that the partnership must 
be recognized. Peisner, TCM 1957-115. 


“Rental” payments to partner’s widow 
really purchase of interest. Under dece- 
dent’s will his executrix was authorized 
to continue as partner in an automobile 
Buick franchise. 
Because Buick refused to issue a fran- 


agency which held a 


chise to a partnership of which an 
estate is a member, the executrix entered 
into an agreement with the remaining 
partners (taxpayers here) to (1) sell the 
estate’s interest in the partnership for 
$50,000; (2) receive title to the agency 
premises which she would lease back to 
a new partnership of the remaining 


partners for a percentage of the profits, 
and (3) convey title to these premises 
to the new partnership at the end of the 


year. The parties agreed the “lease” was 
merely a security for the promise to 
pay a portion of the profits. The Tax 
Court held that the entire payment 
(both the $50,000 and the rent of some 
$28,000) was for purchase of the dece- 
dent’s interest and not a division of part- 
nership profit. The remaining partners 
are taxable on the entire income, with- 
out deduction of the “rent” as expense 
or allocation of it as a share of profit. 
This court finds substantial justification 
for this finding of fact and affirms. Mc- 
Kelvey, CA-3, 8/1/57. 


Family partnership in doll manufac- 
turing business upheld. Taxpayer and 
his wife had been engaged in the doll 
manufacturing business for many years 
as chief executives of a corporation tax- 
payer and the estate of a brother owned. 
A partnership was formed in 1945 to 
take over the corporate business, with 
taxpayer, his wife, a son, the estate and 
two daughters of the deceased brother 
as partners. This was replaced by a 
partnership of taxpayer, his wife and 
their four sons. Distribution of income 
of both partnerships is here in issue. 
Part of the income allocated by the 
first partnership is taxed by the court 
to the father. However, the second part- 
nership is sustained. In those years the 
mother and all the sons were genuine 
partners joined together to carry on 
the business. Part of the time some of 
the sons were in the army but they kept 
in touch with the business. Slarsky, Ct. 
Cls., 7/17/57. 

Post-1951 partnership upheld under Cul- 
bertson test. Taxpayer, an established 
construction man of advanced age, or- 
ally formed a partnership with his un- 
married daughter who did the paper 
work, and his son-in-law, who actually 
ran the business. At issue here was the 
partnership’s validity in 1952. The court 
held that the 1951 Code provisions on 
family partnerships were inapplicable 
because the son-in-law was not a mem- 
ber of the family as defined in Section 
191 of the 1939 Code as amended (Sec- 
tion 704(e) of the 1954 Code). Nor was 
there any evidence that the interests of 
the parties were acquired by gift. The 
court then turns to the test laid down 
by the Supreme Court in Culbertson 
(337 U. S. 733) and concludes that the 
parties really intended to join in busi- 
ness as partners and their partnership 
must be recognized as valid. Paul, TCM 
1957-170. 
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Practitioners find many faults with 


IRS personnel management, pay, morale 


the IRS was 


F IVE when 
shaken by revelations of corruption, 


YEARS AGO 
extensive revision of the organization 
was undertaken. The reorganization was 
followed by recurrent complaints that 
the measures taken at that time had had 
disastrous effects on the morale of IRS 
employees, had led to “buck passing” 
and that inability to get decisions ex- 
cept at the highest level had created a 
top-heavy supervisory structure. The Ad- 
visory Group of Practitioners (see box) 
appointed to assist the Mills Subcommit- 
tee on Internal Revenue Taxation gave 
considerable attention to these matters, 
but their recent report frankly admitted 
that more study was necessary before 
they could offer solutions. 

\s suggested by the Advisory Group 
and the subcommittee itself, the IRS is 
also working on the problem. In a re- 
cent issue of ‘““The Commissioner's Let- 
ter” addressed to fellow employees of 
the IRS, Commissioner Harrington said 
that the IRS is now in the process of 
studying each of the recommendations. 
‘Even in cases in which we believe that 
the questioned policies are completely 
sound, we intend to give them thorough 
and impartial reconsideration. These 
studies will take a good deal of time.” 
fax men hope that the work will pro- 
ceed with dispatch; even necessary and 
desirable reforms cause confusion and 
delay and will be an obstacle to prompt 
the 


dures are firmly established. 


closing of cases until new proce- 


Getting and keeping personnel 


Che practitioners opened their report 
with the fundamental problem—getting 
and keeping high-quality employees. “It 
is the opinion of your Advisory Group,” 
the report stated, “that the Internal Rev- 
enue Service is faced with a serious per- 
sonnel problem as follows: (1) Shortage 
of personnel, clerical and technical, par- 


ticularly of top-quality, competent career 
personnel at all working levels, plus (2) 
a personnel and attrition 
problem stemming largely from inade- 


quacy of compensation, some statutory 


recruiting 


deterrents to advancement and some fac- 
tors related to morale, such as certain 
functions of the Inspection Service, and 
treatment of employees in the audit of 
their own tax returns. 

“In considering personnel problems 
of the Internal Revenue Service the mag- 
nitude of the Federal operation and its 
importance in the Federal administra- 
tive structure must be constantly borne 
in mind. 

“Today the Internal Revenue Service 
has a force of over 50,000 employees 
928 
throughout the country. The most re- 
cently announced 12-months internal re- 


operating out of ofhices spread 


venue collections amount to $77,652 mil- 
lion. Each year the Service receives for 
handling, audit, and check more than 
90 million tax returns. The number of 
separate payments of tax it has to proc- 
ess, post and run through its accounts 
must exceed each year a billion trans- 
actions. A fair estimate of the number 
of taxpayers it has to do business with is 
60 to 65 million. 

“The task of the Service is without a 
doubt the most sensitive of any task in 
the Federal administrative structure. 
Operating under a huge body of techni- 
cal, complex tax laws, it has to do busi- 
ness directly with an enormous number 
of taxpayers and in a manner which will 
encourage their cooperation with a sys- 
tem geared largely to full reporting and 
self-assessment. The single most impor- 
tant factor of successful Federal tax en- 
forcement in this country is taxpayer 
attitude. 

“Absolutely essential to collecting this 
huge annual tax sum and to ascertaining 
and enforcing the collection of deficien- 
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cies is a well trained, well paid, compet- 
ent body of employees with high morale 
and integrity, skilled in conciliation, and 
largely dedicated to making a career of 
employment in the Service. Any major 
weakness in the 
from 


personnel structure 
difficulties of recruit- 
ment, low quality of recruitable people, 
personnel attrition through early separa- 


stemming 


tions of top-quality personnel, an inor- 
dinately large percentage of weak per- 
sonnel, and poor morale, can be incred- 
ibly costly through revenue losses and 
through lowering of that essential tax- 
payer confidence and cooperation in the 
self-assessment system. Executive or legis- 
lative unwillingness to face up to this 
reality would be one of the most expen- 
mistakes the 
could make. 


sive Federal Government 


the classes of 
nontechnical clerical personnel. The ac- 
counts, payments, and records of over 60 
million taxpayers simply have to be ac- 


“This is true even in 


curately checked and currently posted, 
papers must be filed, stenographic re- 
quirements must be fully and quickly 
met. 

“The Service today is seriously short 
of top-quality personnel at many levels 
in the salary structure. For the future, 
as veteran qualified personnel die, re- 
sign, or retire, the availability of re- 
quired replacements from lower levels 
with personnel of similar quality will be 
a formidable problem. The Service faces 
a serious difficulty today even in recruit- 
ing sufficient clerical personnel in the 
lower grades, and its inability to secure 
qualified stenographic help can_ justifi- 
ably be descibed as desperate. For the 
technical activities such as audit and 
legal work, not only is there a difficult 
recruitment problem as to both number 
and quality, but the separation rate is 
inordinately high. The pattern, to a de- 
gree which causes serious concern, is that 
promising young people, after a short 
period of perhaps four or five years dur- 
ing which skill and competence in Fed- 
eral tax matters have been acquired, 
leave the Service for much more remun- 
erative employment in private industry 
and professional firms. 

“During the years prior to the 1952 
reorganization, the Bureau of Internal 
Revenue was traditionally well manned 
with veteran personnel at all levels, a 
large majority of whom were quite con- 
tent to make public service a career. 
Personnel attrition then could probably 
be described as a percentage which is 
healthy for any organization to permit 
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the infusion of new blood and new ideas 
at all levels. Since the 1952 reorganiza- 
tion, many veteran employees have left 
the Service. Apparently the reasons in- 
cluded discontent with the new system, 
the bringing into the Service at high 
levels of people with no background in 
the Federal tax structure, changes in the 
tax law which increased the demand of 
industry and the professions for trained 
tax people, and various morale factors. 
Today the wage scales are inadequate to 
attract and retain the many top-caliber 
employees the Service must have. 

‘As to problems of pay scales and per- 
sonnel recruitment, this is no doubt 
common to most Federal agencies today. 
to ask, however, whether the 
Ser- 
vice in enforcing the tax laws and col- 


It is fair 


function of the Internal Revenue 
lecting the national revenue is not of 
such exceptional importance that the 
Government cannot risk impairing In- 
ternal Revenue Service effectiveness by 
inadequate pay scales and impediments 
to advancement. If consideration is to 
be given to up-grading salaries in the 
Internal Revenue Service to assist its re- 
cruitment and retention of the career 
personnel it needs, there is a very prac- 
tical consideration as to how and when 
left to 


pattern of the Civil Service Commission 


it will be done. If the present 
it is doubtful that anything will ever be 


done—simply because the Commission 
will doubtless hold this agency in line 
with other old-line Federal agencies. 
Protestations of needs by Service officials 
will be measured by the same standard. 

“We understand also that there is a 
question as to lack of balance in the 
number of top grades assigned to the 
Chief Counsel’s staff and also within the 
Assistant Commissioner breakdowns. We 
understand that the operation of the 
Whitten has re- 


stricted opportunity for advancement, is 


amendment,! which 
an important factor in personnel attri- 
We understand 
that personnel recruitment and attrition 


tion and morale. also 
are affected by geographical considera- 
tions. That is, the salary structure of the 
Service is on a nationwide basis, regard- 
less of the “labor market” in which em- 
ployees are working. There are wide var- 
iables in the between “low 
cost” and “high priced” labor markets, 
and the effect of these variables should 
be examined. 


country 


“If the necessity for a decision to up- 
grade Internal Revenue Service classifi- 
cations is accepted, then it seems very 
desirable that some form of summary 
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action be devised to reverse promptly 
the present personnel trend. The Advis- 
ory Group recommends prompt review 
of salary scales, particularly in the up- 
per grades, with a view to increases 
where necessary, elimination of some of 
the restrictions on advancement, and the 
addition of a number of so-called super- 
grades to the Service.”’ 

Probably because jurisdiction of these 
matters is lodged in other committees 
of Congress, the subcommittee merely 
recommended that consideration be 
given to the Advisory Group’s propos- 
als. The subcommittee said: ““When con- 
sideration is given to the overall prob- 
lem of salary and job classification, your 
subcommittee recommends that consid- 
eration be given by the appropriate com- 
mittees of the Congress to the peculiar 
needs of the Internal Revenue Service, 
particularly with respect to whether the 
Commissioner should not have author- 
ity to establish training and experience 
requirements for appointments to such 
technical and supervisory positions as 
he may designate and to place such posi- 
tions in grades of the general schedule 
Act 


standards as he may decide are appro- 


of the Classification under such 


priate to meet the needs of the Service.” 


Inspection Service 


The Advisory Group then turned to 
two factors “which appear to have need- 
lessly hurt the self-respect of Service per- 
sonnel and their pride in their work. 
One is the combination of duties of the 
Inspection Service in its twofold func- 
tions referred to as ‘internal security’ 
The 
treatment which has been accorded for 


and ‘internal audit.’ other is the 
Service employees in the audit of their 
own income tax returns. 

“The two functions of the Inspection 
Service are described by the Service as 
follows: (a) Internal security: . inves- 
tigating wrongful conduct of service em- 
. . (b) Internal audit: 
Internal audit is a fact-finding group. 


ployees 


Its function is to carry on a syste- 
matic verification of accounts and finan- 
cial transactions and a review and 
evaluation of policies, practices, and pro- 
cedures at all organizational levels. In- 
ternal audit in connection with its re- 
view and evaluation of policies, prac- 
tices, and procedures does review case 
files; . the review of case files is no- 
thing more than a means of determin- 
ing that policies, practices, and proce- 
dures are effective, continue to serve 
their intended purpose and are being 


properly inierpreted and consistently 
applied. . . . Internal audit is a widely 
utilized management control device 
throughout both Government and _ pri- 
vate industry. In the Revenue Service. 
with so many of its employees dealing 
with the public in work that involves 
large elements of trust and discretion, 
the need for an independent review is 
obvious. (Italics supplied.) 

“The Inspection Service was . . . es- 
tablished during the period of the pub- 
lic revelations scandals which 
shocked the country. In the feeling of 
the time, and the importance of restor- 


of tax 


ing public confidence in Federal tax ad- 
ministration, it was perhaps too much 
to ask deliberate, sober consideration of 
the long-term effect of this administra- 
tive operation on the whole structure of 
Federal tax administration. It is at least 
desirable today, from a perspective of 
five years, in a much different atmo- 
sphere, to suggest that there should be 
reviewed and reconsidered the necessity 
for and desirability of an internal audit 
the 
charged with enforcing internal security. 


operation by same organization 

“We do not disagree at all with the 
internal security function of the Inspec- 
Nor 
do we disagree with that part of its in- 


tion Service as we understand it. 
ternal audit function, as we understand 
it, covering ‘systematic verification of ac- 
But 


the use of the same organization charged 


counts and financial transactions.’ 


with control of internal security, with 


all the connotation implicit in this 
term, as a ‘management control device’ 
for ‘independent review’ of the exercise 
of ‘trust and discretion’ by employees, 
including ‘review and evaluation of 
policies, practices, and procedures at all 
organizational levels,’ is bound to have, 
and we believe it has had, an adverse 
effect on employee morale and _ willing- 
ness to take responsibility for decision.” 
and the 
say about the 
necessity and desirability of audit as a 
management tool, and we will come to 


The Advisory Group, sub- 


committee, had a lot to 


that part of the report later. Incidental- 
ly, the discussions of auditing in these 
reports sometimes gets a bit hard to fol- 


‘Section 1310(c) of the Supplemental Appro- 
priation Act of 1952, as amended, provides: 
“. . . No person in any executive department or 
agency whose position is subject to the Classi- 
fication Act of 1949 as amended shall be pro- 
moted or transferred to a higher grade subject 
to such Act without having served at least one 
year in the next lower grade.” However, a 1952 
amendment (Public Law 375, 82d Congress) pro- 
vides: “. . . in order to avoid undue hardship 
or inequity the Civil Service Commission, when 
requested by the head of the agency involved. 
may authorize promotions in individual cases of 
meritorious nature.” 
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low. After all, the main function of the 
IRS is to “audit” the taxpayers’ returns 
and the word is constantly used in that 
sense. Then the IRS has its own internal 
“audit” staff to scrutinize all the activi- 
ties of IRS personnel. But, semantic dif- 
ficulties aside, it is clear that the sub- 
committee agreed with the Advisory 
Group that it is poor policy to have the 
Inspection Service responsible for both 
internal security and auditing. The sub- 
committee report said that “the tech- 
niques and knowledge required to per- 
form the internal security functions are 
not complementary to the functions per- 
formed by the internal audit, and in our 
opinion these distinct functions should 
be placed under separate Assistant Com- 
missioners. Rather than combining se- 
curity functions with other functions of 
a nonsecurity nature, it is believed that 
the Commissioner should study the pos- 
sibility of combining all security func- 
tions under one Assistant Commissioner, 
reporting directly to him. Thus, he may 
find it effective to combine the intelli- 
gence function with the internal security 
function. Both of these functions are 
concerned with security, one from the 
standpoint of the taxpayer and the oth- 
er from the standpoint of the employee. 
[his would eliminate various intelli- 
gence groups in the field and provide a 
straight line to the Commissioner on all 
intelligence and internal security oper- 


ations.” 


Employee tax return audit 

“Beginning in 1952,” the Advisory 
Group said, “morale of Service employ- 
ees has been adversely affected by the 
income tax return audit treatment to 
which they were subjected. There have 
been recent minimizing changes in this 
practice which will be discussed. The 
treatment accorded Service employees 
differed greatly from that applied gener- 
ally to taxpayers, including employees 
of other Federal agencies, and stemmed 
back to the 1952 investigation by the 
Subcommittee on Internal Revenue. As 
late as January 18, 1955, I. R. Mim. 55-5 
(now substantially modified) required 
that every employee, except minor cleri- 
cal or housekeeping personnel, be audit- 
ed regularly. This was described as a 
measure to insure the integrity of 
officials and employees, rather than as a 
.. Audit- 
ing agents were directed to obtain a 


conventional audit program . 


financial statement from the particular 
employee prior to beginning the audit. 
In any case resulting in a tax deficiency 


of $100 or more ‘regardless of the basis’ 
a copy of the agent’s report was required 
to be sent to the Inspection Service. 

“I. R. Mim. 55-5 was completely re- 
vised on August 11, 1955, and the cover- 
age rule was limited to an annual audit 
of officials and employees occupying posi- 
tions in grades GS-13 and above. The re- 
quirement for securing a financial state- 
ment was dropped. The requirement for 
reporting deficiencies of $100 or more, 
regardless of the basis, to the Inspection 
Service was retained and to it was added 
a rule for reporting ‘an aggregate of 
$150 or more’ to the Inspection Service. 

“It would seem that the recent modi- 
fication of the tax return audit treat- 
ment of employees (particularly as to the 
financial statement) should help consid- 
erably to mitigate the morale effect of 
the employee audit program. However, 
the damage done by the former practice 
cannot be quickly dissipated. Moreover, 
there is still a substantial area where 
there can be a problem of adverse effect 
on morale. In particular, the require- 
ment of reporting in every case deficien- 
cies in excess of $100 (or over an aggre- 
gate of $150) to the Inspection Service, 
considering that there can be infinite in- 
nocent reasons for differences of opin- 
ion as to tax liability, and considering 
also the internal security connotations 
of the Inspection Service, is a form of 
treatment not accorded other taxpayers 
or Federal employees. Such a matter 
does not seem to be an internal security 
matter unless there is involved fraud or 
dealings of an irregular nature. 

“The policy of exceptional tax return 
audit treatment originating in the 
atmosphere of the 1951-52 situation was 
evidently considered very important to 
help restore public confidence in the in- 
tegrity of the then Bureau of Internal 
Revenue. The question may be fairly 
posed today: Is it desirable administra- 
tive policy?” 


Auditing IRS employee returns today 


The subcommittee’s report discloses 
some recent changes in IRS policy in 
auditing the returns of its employees, 
but these do not, in its opinion, go far 
enough. 

“The Commissioner, in a letter dated 
February 14, 1957, advised the subcom- 
mittee that there has been a further 
change in... policy in accordance with 
the following statement: A review of our 
policy respecting the examination of the 
income tax returns of Internal Revenue 
Service employees has been underway for 
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some time. As the result of that study, I 
am now able to announce to you a ma- 
jor change in the policy. Henceforth, 
the returns of Service employees will not 
be subject to mandatory examination 
merely because they are Service employ- 
ees, instead those returns will be made 
available for audit classification at the 
regional level rather than at the local 
level and they will be screened in ac- 
cordance with the same selection stand- 
ards applicable to other taxpayers. 
“The subcommittee understands that 
in the future, returns of employees in 
grade 13 and above will be treated just 
as those below that grade are treated at 
present. That is, all Service employee re- 
turns will still be grouped, screened and 
examined as a class separate and apart 
from taxpayers generally, although the 
procedures employed will be the same 
as applied to taxpayers generally. It is 
the understanding of the subcommittee 
that the screening work will be done by 
the regional analyst so that the district 
employees will not screen their own re- 
turns. If this is true, then the Commis- 
sioner should give consideration to in- 
structing the employees in one district 
to send their returns to some other dis- 
trict where they would be handled as 
taxpayers generally. This would relieve 
the regional analyst for other work. The 
subcommittee believes the Commissioner 
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should give study to further revision of 
this procedure since the continued 
grouping of employee returns as a class 
is bound to affect Service morale. 

“While the subcommittee is gratified 
to learn that the Service has discontin- 
ued its former practice of requiring an- 
nual ‘net worth’ statement from existing 
Service employees, it is understood that 
such a statement is still required in the 
case of new employees in enforcement 
and executive positions. 

“It is recommended that the Service 
give further study to this matter and 
either discontinue the present require- 
ment or provide uniform and simple 
standards for establishing net worth, 
which means a statement of assets and 
liabilities as of the date of entering the 
Service. The subcommittee feels that the 
present practice will have a deterrent 
effect upon the securing of able and 


qualified men for the Service.” 


IRS internal audit 


Criticism of the IRS’ own internal 
audit system has centered around two 
charges in addition to the undesirability 
of having internal audit part of the In- 
spection Service (discussed above). The 
other two charges are that there are two 
uncoordinated reviews: that of the in- 
ternal audit division of the Inspection 
Service and that of the Regional Com- 
missioner’s audit division. From the tax 
practitioner’s point of view this means 
that reaching a decision is made difficult 
because of the natural tendency of the 
IRS man to consider the probable reac- 
tion not only of his own technical su- 
periors but also of the various auditors 
who may question his disposition of the 
case. The other criticism of the internal 
audit organization is that sometimes 
cases which the taxpayer had thought 
were completely settled are reopened. 

The Commissioner himself, a CPA 
and for many years a partner in a na- 
tional accounting firm, is a firm advo- 
cate of internal auditing as a manage- 
ment control. The subcommittee report 
quoted two March, 1957, memoranda of 
his to regional commissioners and dis- 
trict directors. 

“Having spent the greater part of my 
life in the auditing profession, I have 
observed a great many internal audit 
operations and I have a real apprecia- 
tion of the value that an effective in- 
ternal audit function can be to an or- 
ganization such as the Internal Revenue 
Service. My experience over these many 
years has also demonstrated to me that 
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for an internal audit function to be 
effective, it must be properly implement- 
ed by prompt and effective action on the 
part of operating officials. This, of 
course, requires a thorough understand- 
ing of the internal audit function and 
its objectives, as well as complete co- 
operation on the part of operating of- 
ficials. 

“With this in mind, I have been 
studying our internal audit procedures 
and the procedures that have been es- 
tablished to assure prompt and effective 
action to correct deficiencies disclosed by 
internal audits . 

“First, I want to make it perfectly 
clear to everyone that the primary pur- 
pose of our internal audit function is to 
assist all levels of management in achiev- 
ing the most efficient administration of 
the Revenue Service. 

“In any organization of 52,000 people 
mistakes will be made, workload fluctua- 
tions will throw work schedules out of 
kilter, and changing conditions may 
make policies or procedures ineffective. 
All of these things require two kinds of 
action—one is to identify the problem 
and the other is to take prompt and ef- 
fective corrective action. Internal audit’s 
function is to identify the problem; 
however, it has neither the responsibility 
nor the authority to take corrective ac- 
tion. This is management's responsibil- 
ity and it is the proper discharge of this 
responsibility that I want to discuss. For 
purposes of this discussion I will deal 
with the operations of our district off- 
ces since most of our activities are con- 
ducted in these offices. However, the 
same basic principles apply to those ac- 
tivities that are conducted at the re- 
gional level. 

“Now, as I see it, in an organization 
such as we have in the Revenue Service 
all of the internal audit findings on the 
audit of a district office should be com- 
pletely resolved and appropriate correc- 
tive action taken at the district or re- 
gional level. More specifically, it is the 
district director’s responsibility to take 
the action necessary to correct the de- 
ficiencies and to aggressively follow up 
to see that his instructions are carried 
out promptly and effectively. It is the 
regional commissioner's responsibility to 
determine that action taken or proposed 
by the district director is adequate and 
properly carried through ... .” 

The Advisory Group was of the opin- 
ion that the review of technical decisions 
by those who are not expert has been a 
contributing factor in the low morale 


and high turnover in the IRS. It said: 
“Considering that basically the technical 
employees of the Service are engaged in 
difficult and important interpretation of 
laws, regulations and rulings, and the 
appraisal of factual situations requiring 
a high degree of competency, courage, 
and judgment, it would seem that the 
efficiency with which they handle their 
tasks, and the skill, courage, and willing- 
ness to assume responsibility which they 
show, is best appraised in the normal re- 
viewing channels of the Service and not 
by the same administrative group which 
handles internal security. It must be ex- 
pected that, while most employees will 
accept normal supervision and correc- 
tion in normal reviewing channels, an 
employee will not accept gracefully an 
atmosphere in which his conscientious 
efforts to do his job to the best of his 
ability, particularly if the job requires 
decisions, must be done with the con- 
sciousness that an inspector less versed 
in the particular specialty may challenge 
his decision. 

“We have had reports from different 
parts of the country of cases which have 
been closed through normal working 
routines, through decisions arrived at in 
the best judgment of those participating 
(and reviewing) but upset when some- 
one from the Inspection Service has ex- 
amined the file... 

“Every organization employing a num- 
ber of people must, of necessity, have 
certain procedures and controls in order 
to insure the proper functioning of 
those employees within the framework 
of the established rules and_ policies. 
When, however, the control techniques 
become of such a character that the em- 
ployee becomes extremely conscious of 
their existence, it becomes increasingly 
dificult to retain many able employees 
who can easily find posts having a hap- 
pier working atmosphere. Moreover, em- 
ployees who will accept such conditions 
may tend to adjust their mode of opera- 
tions in order to minimize the impact 
of those controls on them. The net effect 
is a normal human tendency to avoid 
doing anything in which one has to 
assume the responsibility of justifying 
his position at some future date.” 

In addition, the men on the front 
line, doing the actual audit of taxpayers’ 
returns are, the Advisory Group reports, 
“placed in a crossfire from above which 
is damaging to the self-respect and vigor 
of front line supervisory officials en- 
gaged in directing the performance of 
the work. Inspection Service internal 
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audits. of the Audit Division are de- 
signed to insure rigid total compliance 
with procedures and directives regardless 
of their practicability. Regional analysts, 
on the other hand, visit the district audit 
seek out 


installations purporting to 


areas for improvement and _ helpful 
modification. District Audit supervisory 
officials can best satisfy the standards of 
the Inspection Service if they conduct 
audit operations as inflexible robots. 


Conversely, these officials will necessar- 
ily be found lacking by regional analysts 
as to demonstrated versatility, ingenuity 
and competence in the exercise of judg- 
ment and adaptability in coping with 
actual situations. 

Che placing of audit activities under 
regional authority as well as the con- 
solidation of audit activity with others 


at the district level continues to repre- 
sent one of the greatest problems atten- 
dant to the reorganization of the In- 
The 
nance of this audit activity on a sound 


ternal Revenue Service. mainte- 
and efficient basis is so vital to the fiscal 
probity of our Nation’s economy, to the 
public’s general respect for our Govern- 
ment and to the successful continuation 
6f an effective self-assessment system 
providing the national revenues, that 
serious and objective inquiry should con- 
until corrections or 


tinue adequate 


forthright solutions remove all real 
doubt of the efficiency of this activity.” 
The whole question of the desirability 
of separate regional offices is one to 
which the Advisory Group gave special 
attention. We will go into that subject 


in these columns shortly. wv 


New procedural decisions this month — 





May request reconsideration of sick pay 
cases. The IRS will reconsider claims for 
refund because of sick pay income which 
it rejected because the employer was not 
commercially insured and will allow such 
exclusions, following the Haynes case 
in the Supreme Court. This reconsidera- 
tion procedure will be followed for 1953 
and prior years if timely claims were 
filed; it is now too late to file new claims 
for these years. Field Release 053. 


Time to claim refunds ef overpayment 
on tentative return runs from assess- 
ment. Due to uncertainty about how 
its industry should compute income, tax- 
payer filed only a tentative 1950 return 
in March of 1951 and paid 30% 
estimated tax then and again in June, 
1951. This was a total of $360,000. Its 
final return, filed in November, 1951, 
showed tax of only $102,000. In 1953 it 
agreed to a deficiency of $47,000. The 
payment of $360,000 was 
therefore $211,000 too high. In August, 
1954, it The 
ment refused the claim on the ground 


of its 


tentative 


claimed refund. Govern- 
that the amount had not been paid 
within three years of the claim. This 
court orders the refund. Payment with 
the tentative return is not a payment of 
tax. Until the tax is assessed, it is a 
mere deposit; the Supreme Court so 
held in Rosenman, 232 U.S. 658. The 
Government’s attempts to distinguish 
the Rosenman case are unsound. True, 
Rosenman had filed no return with the 
payment, but a tentative return, indeed 
a final return, is not an assessment. The 


formal assessment is done by the Com- 
missioner after the return is filed; here 
1953. 
payer’s claim was well within three years 


it was done in November, Tax- 
of assessment and therefore timely. At- 
lantic Mutual Insurance Co., DC N. Y., 


7/12/57. 


Waiver, conditioned on acceptance of 
compromise, inoperative prior to ac- 
ceptance. 
junction against the assessment or col- 


Taxpayer is granted an in- 


lection of tax prior to the issuance of 
the regular 90-day letter. Taxpayer had 
but 
had added a provision that the waiver 


executed a waiver of restriction, 
was conditioned on the acceptance of 
an offer in compromise of the tax. The 
court finds that the waivers were in- 
operative because the offer was never 
accepted. Further, the court says that 
if the waivers themselves are offers in 
compromise they were never properly 
accepted. It is beyond the power of the 
district director to accept a compromise 
over $500 and if his action is constructed 
as an acceptance of the offer it must be 


held illegal. Steiner, DC Wisc., 6/20/57. 


Can’t offset overpayment on joint re- 
turn against deficiency on separate re- 
turn. Husband and wife filed a joint 
return which showed an overpayment. 
All the income on it was the wife’s. The 
Commissioner is not allowed to offset 
the overpayment on the 1951 return, 
which included no income for the hus- 
band, against the husband’s tax de- 


ficiency on a separate return filed for 
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1944. The taxpayer in 1951 was clearly 
the wife and the law forbids offsetting 
one taxpayer’s refund against another's 
deficiency. Maragon, Ct. Cls., 7/12/57. 


Notice of payment of foreign death 
taxes a claim for refund. The executrix 
of the estate seeks a refund for Canadian 
Succession taxes paid on shares of stock 
in a Canadian corporation held by dece- 
dent. No claim for the credit had been 
made on the estate tax return. The for- 
mal claim for refund was filed two weeks 
later than the four years allowed after 
the filing of the original return, and the 
the 
the ground that it had been filed too 
late. The court holds that the prior 
filing of a Certificate of Payment of 
Foreign Death Duty on Form 706CE 
within the four-year period was sufficient 
the 
estate’s intention to file a claim for re- 


Commissioner contested claim on 


notice to the Commissioner of 
fund to itself constitute a claim under 
the applicable statute. Consequently, re- 
fund must be allowed. Winer DC N. Y., 
7/11/57. 


EPT 10% post-war refund is “refund” 
for statute of limitations. If the Govern- 
ment makes an erroneous refund of tax 
it must begin suit for its recovery within 


two years. The issuance of 10% 


post-war 
refund bonds to taxpayer here was an 
error and payment of the bonds was re- 
fused. Taxpayer brought suit and the 
Government counterclaimed, showing 
the error. The court holds the counter- 
claim is barred by the statute of limita- 
tions. The post-war refund has been 
held to be a refund for this purpose. 
brought 
more than two years after payment, it is 
untimely. Nelson Specialty Corp., DC 


Calif., 8/6/57. 


Since the counterclaim was 


Returns signed for husband by wife 
start statute of limitations. Taxpayer, 
who had been a bus driver and had had 
little education, began his own bus line. 
His wife (who divorced him in 1948) 
kept all the records (nothing more than 
single entry listings) and they were very 
inaccurate. He filed no return for 1940; 
for 1941-1945 she prepared a separate 
return for him as the business operator 
and signed his name to it. The court 
finds that she had authority to sign his 
and these started the 
statute of limitations for 1941-1945 
since, it finds, there was no fraud in- 
volved. For 1940 the deficiency is proper, 
but only negligence penalties, not fraud, 


name returns 
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are assessed. Judge Murdock dissents. 
He would follow the previous position 
of the Tax Court that the Regulation 
requiring a competent taxpayer to sign 
his own return is valid despite the re- 
cent decision by the Fifth Circuit (Miller 
237 F.2d 830) that the Code permits 
The 


importance of forcing taxpayers to take 


signing by an authorized agent. 
responsibility for their returns is shown 
by cases like this where fraud is charged. 
In any event, he concludes this tax- 
payer was not so stupid as to be un- 
aware of consistent understatement—his 
income as shown by the net worth com- 
putations totalled some $209,000 over 
$45,000 was re- 


No. 91. 


the five years and only 
ported. Booker, 28 TC 


Erroneous Tax Court petition serves as 


informal refund claim. A _ revenue 
official found that taxpayer had over- 
paid his tax, and so advised him on his 
own initiative. Taxpayer erroneously 
filed a petition with the Tax Court, but 
of course the Tax Court has no juris- 
diction unless a deficiency is asserted. 
However, the petition did serve as an 
informal refund claim, defeating the 
Commissioner’s reliance on the statute 


The 


weight to the actual knowledge of the 


of limitations. court also gives 
Service that taxpayer was making claim 
for refund in rejecting the limitations 


defense. SoRelle, DC Tex., 7/24/57. 


Delinquent return filed within 3 years 
is a timely claim for refund. In October 
and December, 1955, taxpayer filed de- 
linquent 1951, 1952 and 
1953 showing tax due less than with- 


returns for 


holdings and amounts paid as estimated 
taxes. Since the latter amounts ‘are pre- 
sumed to have been paid on March 15th 
of each of their following years, the IRS 
rules that a refund of any overpayment 
of tax for 1951 is barred because the re- 
turn, which also constitutes a claim, was 
not filed within years from the 
presumptive date of payment, 3/15/52, 
while the returns for 1952 and 1953 were 
timely filed within the statutory three- 
year period 


three 


constitute 
proper refund claims. The Service also 
points out that the result would be the 
same under the provisions of the 1954 
Code. Rev. Rul. 57-354. 


and _ therefore 


Waiver conditioned on closing agree- 
ment doesn’t stop interest. Interest on 
a deficiency ordinarily runs until assess- 
ment; however, if the taxpayer waives 
the 


restrictions on assessment the in- 
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terest is stopped. However, the Service 
holds that a waiver condition on execu- 
tion by the Commissioner of a closing 
agreement has no effect. It is a nullity 
until the closing agreement is executed 
and interest will therefore run to assess- 
ment prior to the closing agreement. 
Should the waiver come after the closing 
agreement it is meaningless. The par- 
ticular question rose in connection with 
a deficiency in personal holding com- 
pany tax only part of which was elim- 
inated by deficiency dividends (interest 
on that portion ran until the date of 
filing the declaration of the claim for 
the 
balance would run to the date of assess- 


deficiency dividends). Interest on 
ment unless stopped by the waiver. Rev. 
Rul. 57-305. 


Title properly set aside as fraudulently 
conveyed though no transferee assess- 
ment was made. The district court found 
that transfer of title to certain real estate 
to taxpayer-wife was a fraudulent con- 
veyance, in that it rendered taxpayer- 
husband insolvent and unable to pay 
tax deficiencies and fraud penalties. The 
wife argued that this was improper be- 
the never been assessed 
This 


action 


cause tax had 


against her as_ transferee. 
holds that the 


It is 


court 
court 
that 
not be collected from her as transferee 


lower was 


proper. true the tax could 
without proper assessment, but such an 
the 


Commissioner is 


assessment is not necessary when 


action taken by the 
the recovery of property fraudulently 
conveyed, not collection of tax. Payne, 
CA-8, 8/8/57. 

Procedure for deferring tax during 
initial military service. Collection of in- 
come tax from persons in military serv- 
ice may be deferred if ability to pay is 
materially reduced because of the serv- 
ice. However, the deferment is allowable 
for only the initial period of service and 
upon application. The IRS defines “in- 
itial period of service’ for draftees, en- 
reactivated 
National Guard unit, and officers, and 


listed men, members of a 
outlines the procedure for making ap- 
plication for such deferment. Rev. Proc. 


57-25. 


Tax Court can uphold Commissioner 
though on new theory. Taxpayers were 
paid certain sums by their controlled 
corporation which they did not report 
The Commissioner treated 
as taxable The Tax 
Court said it was the collection by the 


as income. 


them dividends. 


corporation of certain receivables lent 
to the corporation by the taxpayers to 
serve as collateral for corporate borrow- 
ing; and since the taxpayers did not 
show their basis for the receivables the 
collection was fully taxable as ordinary 
income. One Tax Court judge had dis- 
sented because this theory had not been 
presented in the issues. This court holds 
that if the 
tion is correct on any theory it should 


Commissioner’s determina- 
be upheld, and affirms the Tax Court. 
Towers, CA-2, 8/2/57. 


Can’t sue in district court unless full 
deficiency is paid. The total deficiency 
arising when the Commissioner treated 
certain losses of taxpayer as capital, not 
ordinary, was some $28,000. He -paid 
about $5,000 and brought suit for re- 
fund. Noting a conflict between the 
Third and Eighth circuits on the ques- 
tion, the district court accepted jurisdic- 
tion, and gave a decision on the merits. 
This court reverses. The Supreme Court 
has consistently held that full payment 
of a deficiency is prerequisite to suit in 
the the 
history of the Tax Court makes it clear 


district court and legislative 
that Congress intended that only in the 
Tax Court could the taxpayer have his 


full 


ment. [The Tenth Circuit thus agrees 


liability adjudicated before pay- 
with the Third and is in conflict with 
the Eighth, which held to the contrary 
in Bushmaier (J. W. Myers Estate), 230 
F.2d 146.—Ed.] Flora, CA-10, 7/1/57. 

Tax form showing only net income 
and tax due not a timely return. Tax- 


payer received a 30-day extension for 
filing his 1946 return, and on 4/15/47 
5 


signed and filed a blank form containing 
only a net income figure and the tax 
due. The court holds such a form fails 
the 
showing of reasonable 


to qualify as a return, and in 
absence of a 
cause, sustains the penalty for failure to 
file a timely return. Schroeder, TCM 


1957-162. 


IRS summoning taxpayer need not show 
probable The district court 
properly refused to vacate a summons 
issued by the Acting District Director to 
taxpayer to appear, to bring appro- 


cause. 


priate financial statements and to answer 
questions about his tax liability. This 
is an administrative, not a judicial pro- 
ceeding and the Director is not required 


to show probable cause of underpay- 
ment to justify the commencement of 
the investigation. Levine, CA-2, 3/9/56. 


— 

















In 


ou 


Iw 
unc 
em) 
anc 
ten 
law 
pul 
ing 


in 


thi 
tw 
(2 

fee 
an 
tic 


au 


m 
ac 

hz 
be 
th 


as 





lent 
S$ to 
row- 
not 
the 
nary 
dis- 
een 
olds 
ina- 
ruld 
urt. 


full 
ncy 
ted 
not 
aid 
re- 
the 
iCS- 
lic- 
its. 


urt 











OF THE 


MANAGEMENT 


rofessional tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 





Incidents continue to spark controversy 


over employment of lawyers by CPAs 


YHOULD NON-LAWYERS be forbidden to 
> hire lawyers on a full-time basis? 
Iwo recent incidents suggest that an 
undercurrent of dissatisfaction with such 
employment exists in the organized bar 
and among some leaders of the bar. The 
tender spot seems to be employment of 
lawyers by non-lawyers who serve the 
public such as trust companies, account- 
ing firms, etc. This creates a situation 
in which the non-lawyer employer could, 
so the charge runs, “retail” legal services, 
thus (1) putting an intermediary be- 
tween the lawyer-employee and client, 
2) using a non-legal enterprise as a 
feeder for the rendering of legal services, 
and (3) in effect undertaking the prac- 
tice of law by corporations or others not 
authorized by law to do so. 

In the tax field the problem arises 
mostly in the employment of lawyers by 
accounting firms. Often these employees 
have law degrees, or may even be mem- 
bers of the bar, but are not “lawyers” in 
the sense that they hold themselves out 
as legal practitioners. 

[wo recent incidents draw attention 
to the problem. One, an expression by 
Dean Erwin Griswold of Harvard Law 
School suggesting that employment of 
lawyers on a full-time salaried basis by 
accounting firms was probably not de- 
sirable, and a reply from a national ac- 
counting firm which does employ many 
lawyers. This exchange of views is re- 
garded by many as a substantial contri- 
bution to the question. 

Che other incident is publication in a 
trade journal of national circulation of 
a news story reporting the death in com- 
mittee in the Ohio legislature of a bill 
sponsored by the Unauthorized Practice 
of Law Committee of the Ohio State Bar 
\ssociation which would have dealt with 
the activities of trust companies in their 
employment of lawyers. The news story 
in this publication, attributed to a repre- 


sentative of a banker’s group, noted that 
attorneys supporting the bill “were dis- 
satisfied with the right of trust com- 
panies to function in estate planning, 
to advertise, and to have salaried, full- 
time attorneys on their staffs; indeed, 
the whole question of full-time salaried 
attorneys on the staff of any business or 
institution could be a principal objec- 
tive of that campaign.” 

Your editors checked this story with 
Merritt W. Green, chairman of the bar 
committee. Mr. Green indicates that “so 
far as we know, no one connected with 
the Committee . . . has claimed, or even 
implied that a corporation, partnership, 
or an individual, cannot with propriety, 
employ a lawyer on a full-time salary 
basis to do that corporation’s, partner- 
ship’s, or individual’s legal work. 

“It seems to us that you would have 
an entirely different situation if corpo- 
rations and/or other firms which render 
services for their customers hire a 
lawyer on a full-time basis to perform 
services for these customers. It is quite 
obvious that the lawyer, in this instance, 
would not be rendering legal services 
for his employer but would be making 
it possible for his employer to render 
legal services for others. 

“This, in our opinion, would, in Ohio 
at least, be the unauthorized practice of 
law and the lawyer would be in viola- 
of the 
than one respect. ‘his principle, it seems 
to me, would certainly apply to CPA 
firms as well as trust companies, insur- 


tion canons of ethics in more 


ance companies, collection agencies, etc.” 


Difficulties when employer is CPA 


The difficulties that the 
lawyer’s employer is an accountant was 


arise when 


one of the topics discussed by Dean 
Griswold at the Taxation Section of the 
ABA summer before last [see 3 JTAX 
272]. He expressed the opinion that 
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some of the larger accounting firms were 
developing something close to the cor- 
porate practice of law in using lawyers 
in their tax departments and engaging 
in tax planning, making legal sugges- 
He “This 
leads to a closely related question which 


tions, etc. went on to say: 
is, I know, a very touchy one. What I 
have in mind is lawyers working for ac- 
counting firms. My own present reaction 
is that this is an exceedingly doubtful 
practice. I have not been able to see 
myself why such employment is not 
unethical. 

“Why does it not amount to solicita- 
tion of law business by the lawyer in- 
volved? He does not get his own busi- 
ness. The business is obtained by the 
accounting firm, a lay organization, and 
is then referred to him. Moreover, the 
accounting firm charges the client, and 
the lawyer often receives a salary. In- 
sofar as the lawyer is performing legal 
services, and is hired because he is a 
lawyer (and this may well be a proper 
description of the handling of much tax 
work) is not such an arrangement a 
clear violation of the canons of profes- 
seems to me that the 


the 


sional ethics? It 
Bar 
American Institute of Accountants might 


American Association and 
well look into this situation, and might 
clarify the present canons, and make it 
clear and explicit that a lawyer cannot 
properly be employed as a lawyer by 
an accounting firm. 

“Of course, an accounting firm could 
hire a lawyer to advise it on its own 
legal problems. But that is not the situa- 
tion to which I refer. What I have in 
mind are lawyers who perform legal 
services for clients of the accounting 
firm. This seems to me to be clearly im- 
proper, no matter how much _ indirec- 
tion may be involved in doing it. This 
also applies to the legal departments of 
huge accounting firms, which render 
legal opinions, and make legal sugges- 
tions, and draft papers, for the account- 
ing firm’s various local offices. It may be 
denied that this is done, or that such 
legal departments exist. No doubt they 
are not usually called that. I think the 
bear careful 


whole matter 


looking into, and the American Institute 


may very 
of Accountants should be as much con- 
cerned to look into it as the American 
Bar Association.” 

In our next issue [3 JTAX 340], 
Maurice Stans set forth the position of 
the American Institute of Certified 
Public Accountants on the question. 
“The Institute agrees completely that 
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offer to 
render legal services to its clients or to 


no accounting firm should 


permit lawyers on its staff to do any- 
thing which certified public accountants 
not It does 


authorized to do. 


that 


are not 


believe this standard is violated 
very frequently. Accountants are quite 
often employed by law firms, and most 
lawyers agree that they should not be 
used to render accounting services to 
clients. Several years ago we proposed 
to the National Conference of Lawyers 
and CPAs these mutual propositions. 
They are still acceptable to the Insti- 


tute.” 


Dean Griswold’s current view 
Recently, in correspondence between 

Dean CPAs on this 

subject, Vol. 104 J. of 


29, he again re- 


Griswold and the 
published in 
Accountancy No. 3, p. 
ferred to the irritation of lawyers at the 
increase in the number of attorneys em- 
ployed by accounting firms. 

“In a purely personal and unofficial 
way,” he wrote, “I want to pass on to 
you a paragraph from a letter which has 
just come to me from a lawyer friend. 
I believe it summarizes what is perhaps 
the really most difficult problem in 
At 
shows the way some thoughtful lawyers 


are thinking.” 


the lawyer-accountant area. least, it 


Ihe paragraph read: 
“With CPA item, 
nothing is surprising in this field. A 


regard to the 
large accounting firm now has approxi- 
mately ten lawyers in the “IT'ax Depart- 
ment’ of its local office alone, having 
only one approximately three years ago. 
Another has about 25 lawyers and 
lawyer-CPAs in its “Tax Department’ 


and 35 in its ‘Auditing Department.’ ” 


How one large firm does it 


It happens that the nominee for presi- 
dent of the AICPA is Alvin R. Jennings, 
of Lybrand, Ross Bros. & Montgomery, 
who would, of course, be in a good posi- 
tion to speak both for the Institute’s 
point-of-view as well as against a back- 
ground of practice within a leading ac- 
counting firm. Mr. Jennings wrote Dean 
Griswold, quoting a memorandum pre- 
pared by his firm on its policy in hiring 
lawyers, which said in part: 

“The American Institute of Account- 
ants has devoted a great deal of time and 
effort to finding a workable solution to 
the 
the 
tax 


controversy over the proper place of 
accountant in the field of Federal 
practice. 

“Several responsible spokesmen of the 
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bar have asserted that the large national 
accounting firms maintain legal depart- 
ments and give legal advice to clients. 
The AIA has made efforts to find out 
what, if any, factual basis there may be 
for such assertions. While these efforts 
have not disclosed any such cases, they 
do suggest the possibility that the mis- 
understanding grows out of the employ- 
ment of attorneys by accounting firms. 
“An example in point may be cited 
from an article by a prominent member 
of the bar which appeared last summer 
in the Arkansas Law Review in which 
the author 
the employment of lawyers by 
accounting firms. While employment of 
an attorney by the major accounting 
firms is not per se unlawful, it is evi- 
dence that these firms are practicing law 


says: ‘A word at this point 
about 


in the giving of general advice to clients. 
Chis advice not only includes pure tax 
practice, but in many instances includes 
a consideration of property and other 
laws, the consideration of which is neces- 
sary to the answer to the particular tax 
problem. While the employment of the 
attorney is not itself unlawful, it is what 
the the accountant 
that is unlawful. The giving of the 
opinion by the lawyer, acting for the 


attorney does for 


accountant, where the lawyer is simply 
the employee or agent, is the giving of 
the opinion by the principal, and not 
by the agent. This would be true even 
though the accountant himself, as part- 
ner, happens to be also a lawyer. It is 
the accounting firm, over its letterhead, 
that purports to answer the questions 
and the fact 
giving the advice is a 
that the advice 
by the firm is thereby legalized. The 
American Institute should adopt a firm 


and to give the advice, 
that its agent in 


lawyer does not mean 


rule that accountants should not, as a 
matter of policy, employ attorneys. If 
they this, 


the American 


action 


Bar 


succeed in 
taken by 
Association.’ 


do not 


should be 


“Some of our partners and staff have 
legal in addition to accounting degrees. 
In a relatively few cases members of 
our tax staff who have law degrees are 
not yet CPAs. These circumstances do 
not alter the fact that our practice is 
that of public accounting. We do not 
practice law and we have no desire to do 
So. 

“Possession of a CPA degree is essen- 
tial for advancement to positions of re- 
sponsibility in our profession. According- 
ly, our personnel policies stress the im- 
portance of attaining the degree. This 


is so without regard to whether the staff 
member may be employed in the audit- 
ing, special management or tax areas of 
our practice. At no point should we re- 
quire that the possession of a law de- 
gree be a requisite for employment or 
advancement. Possession of a law degree, 
on the other hand, should not prevent 
us from employing anyone who has the 
requisite accounting education or exper- 
ience. 


No identification as lawyers 


“To avoid the unwarranted implica- 
tion that we are holding ourselves out 
as competent to practice other than in 
the field of public accounting, our Ex- 
ecutive Committee believes that 
should not approve any public reference 
to law degrees which may be held by 
partners or staff. Articles written or talks 
given by partners or staff members who 


we 


possess dual degrees may properly de- 
scribe the author as a CPA but should 
not identify him as a member of the 
bar. If a member of the staff should pub- 
lish an article, or appear on a program, 
his identification with the firm may be 
stated but no reference to a legal degree, 
if any, should be approved.” 


Tax Institute to study 
differences in tax burdens 


Wuat are the consequences of special 
tax privileges for one type of taxpayer, 
or one type of income, compared to 
others? —The Tax Institute will devote 
its annual meeting (Princeton, N. Z;, 
November 21 and 22) to this subject this 
year. Many well-known tax men are 
scheduled to speak on various aspects of 
this question. 

The revenue and administrative costs 
of tax differentials will be considered by 
Dr. Dan Throop Smith, Deputy to the 
Secretary of the Treasury. Professor 
Stanley S. Surrey, of the Law School of 
Harvard University, will discuss the tax 
base for individuals. 

The effects of tax differentials on in- 
vestment from the 
viewpoint of the corporation by William 
J. Casey. 


will be discussed 


executive 
pensation will be examined by Robert 
A. Schulman, Wenchel, Schulman & 
Manning, Washington, D. C.; in com- 
pensation for workers by Peter Henle, 
Director of Research, AFL- 


Tax differentials in com- 


Assistant 


CIO; and in compensation for artists 
and inventors by Jacquin D. Bierman, 
J. K. Lasser & Company. w 
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| Cost-finding in a law office: how to 


determine what it costs to do a job 


by RALPH R. NEUHOFF 


Fee-setting is one of the most touchy aspects of tax practice; most tax men confess 
> 


to much worry and uncertainty about it. But the better your knowledge of what it 


costs to do the job, the easier it is to set fees and the easier to defend them if any 


questions come from the client. In this, the second of two articles, Mr. Neuhoff 


warns against inventing trick systems. He suggests how to break down and keep 


track of items of cost; how to budget income and expense, and especially how to 


be sure all items of cost are included in determining charges to clients. 


| Perniguee in a law office is simply 
A an application of business or in- 
dustrial accounting to the law office as 
a guide for charging for legal services. 
We don’t invent anything and we don’t 


originate anything; we simply adopt 
time-honored methods which industry 


has spent thousands of dollars to de- 
velop. What we obtain is simply perti- 
nent information. It is not controlling 
and need not be a straitjacket to the 
office which adopts it. 

Sources of information on _ cost-ac- 
counting consist of books and articles 
which have been written and published 
on the subject, the proceedings of the 
meetings of the National Association of 
Cost Accountants and the published 
that Also the 


services of a public accountant may be 


bulletins of Association. 
very helpful. 

Considering particularly the subject of 
cost-accounting, we should emphasize in 
the first place that there is no such thing 
as a “true” cost. This statement is ap- 
plicable to all cost-accounting, not mere- 
ly cost-accounting in a law office. What 
we call “cost” is merely an arithmetical 
result based on certain assumptions. 
With other assumptions you would have 
a different cost. Therefore, we can say 
that cost-accounting is an art rather than 
a science. This art consists of “the selec- 
tion of certain assumptions and_pro- 
cedures deemed likely to result in an- 
swers usable for the purpose intended, 
on a basis which does not entail an 
expenditure of effort disproportionate 
to the result to be achieved.” Let us look 
at the parts of the above definition. It 
(a) select 
assumptions, (b) select procedures, (c) 


will be seen that we are to: 
in order to get usable answers, (d) with- 
out disproportionate effort. Therefore, 


successful cost-accounting will be a com- 
promise between elaborateness and ex- 
pediency. It will call for some mechan- 
ical computations, and these should be 
done mechanically. 

In order to introduce the subject of 
cost-accounting, let us consider how it 
would be if you could wait until the 
end of the year to calculate your cost. 
Assuming the simplest case of a one-man 
and one-girl office, after the year closed, 
you could say what it cost you to be in 
business. This would be determined by 
the record of your actual expenditures 
for such things as rent, salary of the 
stenographer, office supplies, etc. You 
could also suggest an appropriate salary 
for yourself. This is not what you would 
“like” to make. It is to be the amount 
of compensation which you think would 
be commanded by a lawyer to perform 
the work which you had done during 
that year, assuming that such a lawyer 
could be obtained on a salaried basis. 

After you had ascertained the expense 
of being in business and had hit upon 
an appropriate salary for yourself, you 
could add these together and then al- 
locate the sum total, on some fair basis, 
to the work which had been done. That 
is, you could do this if you remembered 
the work in sufficient detail. You could 
then send out bills based on the year’s 
services. 

The preceding plan has some very 
obvious flaws. For example, there would 
be a delay in billing which might result 
all. 


Furthermore, you would have to finance 


in some clients not paying at 
yourself during the year. All in all, we 
would say that this procedure would be 
quite impractical. 

How can we correct these flaws? For 
one thing, we can predict the expenses 
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in advance. This is called a budget, but 
since the term “budget” is in disfavor in 
some circles, let us call it “proposed ex- 
penses.” Also you could predict your 
own salary. This is to be simply an 
evaluation and not a prognostication. 
It is the amount which an employee 
would command to do the professional 
part of the work of the law office. 

You might also endeavor to predict 
the work to be done in the year, but 
this would be difficult. 
Therefore, let us substitute a prediction 


much more 
of how many hours will be spent on 
professional work during the year. This 
would, of course, have to be estimated 
for the first year, or you might have a 
“trial run” for a month in order to de- 
termine what the probable time would 
be per month. Having in some manner 
estimated the number of hours of pro- 
fessional work which are expected to be 
performed in the year, it would be pos- 
sible to divide the total expenses and 
salary by this number of hours in order 
to arrive at an hourly rate. 

It will be seen that in most situations 
this rate could hardly be used to set 
fees, in disregard of all other considera- 
tions. It may nevertheless be a valuable 
guide, for this reason: because of the 
way in which it was arrived at, if you 
could charge an average of that amount 
for as many hours as you have estimated, 
the 
total amount which you set out to re- 


you would produce or “recover” 


cover. This is not the counsel of per- 
fection—it is quite possible to do. 

However, concerning expenses, there 
are refinements which could, and prob- 
ably should, be introduced. For example, 
if you have more than one lawyer in the 
office and one of these lawyers spends 
more time on administration, such as 
the sending out of bills, hiring of help, 
some allowance should be made for this 
time. This should be treated as expense 
in the cost system. Remember that we 
are not tying our cost system into our 
bookkeeping; therefore, the question of 
whether any allowance is actually paid 
for this time would be irrelevant so far 
as the cost system is concerned. 

In like manner, we can allow interest 
on capital invested. This is another item 
which is not paid out as such, but it is 
a valid charge on the cost system. If, for 
example, you have charged to expense 
on your income tax all capital items 
when bought, you will have on the 
books no investment for equipment. Yet 
you nevertheless have invested capital 
for cost-accounting purposes. Probably 
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[Mr. Neuhoff, a St. 


attorney, and a member of the faculty of 


Louis, Missouri 
Washington University School of Law, 
these last 
filing and record-keeping systems. Both 


discussed in columns month 


articles are based on an address before 


the Arkansas Bar Association]. 


you will have a library, and you may 


have a very extensive one representing 
investment of 


a considerable money. 


Probably you maintain a cash balance 
in the bank at all times for firm pur- 
poses. Interest on all the capital invested 
should be allowed in the cost system. 
One may wish to differentiate between 
expenses applicable and 
This 


a subsidy. Even though you may find 


to juniors 


seniors. should, however, not be 


that it costs money to train a junior and 


the cost system shows that you are losing 


money on the juni each year, it is 
better to let the cost system show this 
than to juggle the figures in what 


amounts to a subsidy. 

We referred previously to the “salary” 
component of our cost figure. With re- 
spect to salaried lawyers, if there is an 
actual salary paid, this figure may be 
used. On the other hand, with profit- 
the 


sharir either 


ig lawyers, sole pro- 
prietor or a partner, it is necessary to 
assume a salary by an estimate as in- 
dicated above. We would not recom- 


mend using the drawing account as the 


salary that has 


been done in some published systems. 


component, although 
rhe drawing account should be a much 

Chere are further 
the 


more modest figure. 


refinements as to hourly charge 


which you may desire to introduce. For 


example, so far we have merely an 
over-all average rate for each lawyer 
separately. 
Payment for risk 

So far we have not introduced any 
adjustment for risk assumed. On the 


other hand, everyone who is in business 
assumes some risk. In fact, business has 
been defined as the assumption of risks 
with a view to profit. It may be ignored 
in a one-man office, but if there are 
clerks and juniors who must be paid 
salaries, this will take a capital fund. 
The risk 


analogous to the return on risk capital 


adjustment for assumed is 


in an industrial concern. Again, it is 
not necessary to treat it the same way 


on your financial accounting, even 


though you include it in your cost 


figures. It should be recognized, how- 
ever, that this is not true “cost,” but is 
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“profit.” It is axiomatic that cost should 
not include profit. This item should be 
identified so that it can be segregated 
from “cost’’ and scrapped if necessary. 

made for 
variance in the value of work which is 


Some allowance must be 
performed. In our discussion thus far, 
we have implicitly taken for granted, 
so far as our figures were concerned, 
that all work is of equal value, but we 
know that such would not be the case. 
therefore, suggested that we add 


a “margin markup” in order to arrive 


It is, 


at a top figure which will be susceptible 


of in the 


work does not justify that top figure. 


reduction those cases where 
This is on the theory that, psychologi- 
cally, it is better to “discount from”’ 
The 


reduction 


than to “add to.” purpose is to 


where the 
indicated cost exceeds the value of the 


allow room for 
services appraised in the light of other 
considerations. called 


tary reduction” as a bit of wry humor, 


This is “volun- 
but it is anything but voluntary. The 


amount of the margin markup is a 
matter of judgment. 
have made all of 


these adjustments and that we have col- 


Assuming that we 


lected these figures on cards in some 
have cards 


showing hours and a monetary amount 


routine manner, we will 
which will indicate cost plus allowance 
for risk, plus margin markup rather than 
bare cost. 

If you have succeeded in getting this 
figure on all of your work, you will have 
an automatic profit over and above the 
professional salaries. In such event it 
might be well to scrap your cost system 
before it cramps your style. However, 
most people will find that they must 
deviate from their figure as shown on 
the card, and their objective should be 
to arrive at the average recovery which 
the cost system is set up to obtain 

It will still collect, 
as we have indicated before, data con- 


be necessary to 
cerning the number of hours performed 
on the various jobs. It is advisable to 
the per- 
formed by daily reports by the lawyers 
on the separate projects. There are var- 


determine number of hours 


ious methods of making these reports. 
However these reports are made, the 
time should be ultimately posted to job 
tickets. The job ticket might represent 
a single task, such as a will or a lawsuit, 
or it might be all of the work during 
the preceding three months or during 
the preceding six months. The job-ticket 
series preferably should not be the same 
as the file-system series. Reporting is 


accomplished by rough notes during the 
day, summarized on a report after the 
day is closed and tabulated on cards or 
pages. 

Let us consider how in actual practice 
this system may be applied. Possibly the 
rate indicated on your card, adjusted as 
it is for “margin markup,” will be a 
satisfactory practical top where time is 
a function of the charge. Where time is 
not a function of the charge, for ex- 
ample in a contingent case or highly 
successful matters, it still serves as an 
index of the profitableness of the work. 
It indicates whether the operations are 
producing a profit or not. 

In most instances, however, time will 
be a function of the charge, that is both 
you and your client -will be desirous of 
letting the amount of time spent on the 
work to 
the fee charged. With a large-retainer 
client, the total 


bear a considerable relation 


indicated “cost” on a 


time basis may be practically deter- 
minative of the charge to be made. 

In many instances, the amount of the 
fee will be arrived at by negotiation 
after the work has been performed. Here 
it is a great advantage to the lawyer to 
be able to point to an impersonal sys- 
tem, applied uniformly to all clients for 
the purpose of indicating what a fair 
charge would be. Once you have con- 
vinced a client that he is being treated 
the same as everyone else, you will have 
gone a long way in convincing him of 
the proprietary of the charge suggested. 

While the matter will not be discussed 
here, a cost system such as is described 
can also be utilized in a “merit plan” 
which will of the 


respective values of the various partners. 


be some indication 


Conclusion 


that a 
law office, large or small, resembles gen- 


In conclusion, we have stated 


eral business, so that management is best 


learned from general business, where 


you get expert treatment of the prob- 
lems. The systems devised by lawyers 
which were improvised may show great 
ingenuity and even invention of a mino1 
sort, but they should be avoided like the 
plague. We have limited our discus- 
sion to the following three fields: (1) 
files, (2) bookkeeping and (3) cost-ac- 
counting. For all of these we have found 
that industry furnishes the best guid- 
We 


specific devices, shortcuts and expedients 


ance. have also mentioned some 


not necessarily as recommendations to 
be adopted, but as examples. What can 
you do aboui it? First you may adopt the 
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attitude that “my business is different.” 
[his is an easy out, but not advisable. 
It is better to find out wherein your 
business is the same as or resembles other 
businesses and to consult the vast mass 
of data accumulated by industry with 
respect to office management and cost- 
accounting. Many years ago there was 
a famous talk delivered thousands of 
times entitled, “Acres of Diamonds.” 
The message of the talk was that in the 
life of everyone there are numerous un- 
seen Opportunities and_ potentialities 
called “acres of 


And this is the thought that 


which the speaker 
diamonds.” 
I wish to leave with you: Industry has 
worked out its own management prob- 
lems. Your management problems are 
essentially the same. You have within 
your grasp “acres of diamonds.” All you 
have to do is to reach out and use 


them 


Fairleigh Dickinson Tax 
Forum to be held Nov. 9 


THe FARLEIGH Dickinson University 
tth Annual Tax Forum on Federal in- 
come taxation and New Jersey state 
taxation will be an all-day session Satur- 
day, November 9. It will be under the 
direction of Harold Feldman, Dean of 
the University’s School of Business Ad- 
ministration. Guest speakers will be 
Alfred Chamberlin, IRS Regional Com- 
missioner from Philadelphia, and Aaron 


K. Neeld, N. J. State Treasurer. 


Tax course on records 


now available 


\ series of phonograph records, de- 
scribed by their producers as a “com- 
plete professional Federal tax course on 
records” is now being marketed by Tax 
Lectures on Records, Inc. The set con- 
sists of 20 double-sided 12-inch records, 
one hour each, 3314 rpm. A wide variety 
of subjects is covered. Lectures are pre- 
pared by some thirty practitioners, most 
of them names familiar to tax men. 
Each set of records has printed outlines 
to accompany each lecture. Price for 


the set complete is $85 plus postage. 


Tax Forum dinner Nov. 21 


[HE ANNUAL dinner of the Federal Tax 
Forum, Inc., will be held November 21 
at the Hotel Biltmore, New York City. 
The Hon. Justin F. Winkle, Assistant 
Commissioner of Internal Revenue, will 


be guest of honor. 
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Tax problems in allocation and subsidies: 


how the shipping industry solves them 


by H. MAURICE FRIDLUND 


Occasionally an expert in a particular area of taxation will take the time and 


trouble to set down some of his conclusions after years of experience. When he is a 


good writer and a clear thinker, his exposition makes even the most abstruse prob- 


lems seem clear. Mr. Fridlund, known for his mastery of the problems of the 


shipping industry, prepared with meticulous scholarship an extensively footnoted 


paper for the Tulane Tax Institute. The following discussion is adapted with 


his approval to bring out points of interest to tax men who may not be familiar 


with all the problems involved, and to emphasize points of general usefulness. 


B THE VERY NATURE Of its business, 
the shipping company is obliged to 
transact its business in many jurisdic- 
tions, each with its own set of tax laws. 
If an 
advantageous to enter a foreign country, 


American manufacturer finds it 
he usually can limit his exposure to its 
tax laws by operating through a domes- 
tic or foreign subsidiary or through an 
agent or factor. The shipping company 
seldom has any such convenient alterna- 
tives. When it sends its ships to a foreign 
port, the shipowner itself is doing busi- 
ness in that country, and its local sub- 
sidiaries or agents are apt to furnish only 
a limited insulation. 

The basic problem is: What part of a 
vessel’s earnings are taxable in a given 
country? Of course, the vessel’s home 
country can and usually does tax all of 
its earnings. But what about the foreign 
country? The problem is not an easy 
one, and there is no universally accepted 
basis for computing the earnings of a 
ship in a foreign country. Each country 
has its own formula, and the aggregate 
of the foreign taxable incomes could 
exceed the actual income. 

The problem is perhaps best illus- 
trated by its history in the United States. 
Since the inception of our income tax 
laws, we have purported to tax a for- 


eign company only on its income “from 
sources within the United States.” As 
applied to, say, a British steamship line 
operating between Liverpool and New 
York City, how much of the net income 
from such round voyages is “derived 
from sources within the United States’? 
Originally, our Treasury Department 
held that the freight and passage monies 
on the portion of a voyage outbound 
from the United States, constituted gross 
income. In other words, the net income 
of the outbound voyage was the taxable 
income on the theory that its revenues 
originated in the United States, and 
the income from the inbound voyage was 
ignored. This ruling was contained in 
the famous Treasury Decision 3111. 
Then World War I, when the 
great bulk of shipping was outbound 
from this country, and foreign shipping 


came 


companies sometimes sent their ships 
here in ballast (at a loss on the inbound 
voyage) in order to earn handsome out- 
bound freights. Here the formula broke 
down as it frequently resulted in taxing 
a ship here on 125% or more of its 
actual income from the round voyage. 


U. S. rule on source of income 


At this point, the Treasury Depart- 
ment admitted error, and called in na- 


tionally known economists to solve the 
problem. It was recognized that a ship- 
owner was doing business in this country 
on the inbound, as well as the outbound, 
portion of the voyage, but his income 
here was only some fractional part of 
the round voyage’s profits, as the major 
part thereof was undoubtedly earned by 





) 


transportation on the high seas. The ' 


theory that emerged (T.D. 3387) was 
that a shipowner earned income in this 
country here, 
loading or unloading cargo here, by 
keeping his ship in American ports for 
these purposes, and by carrying the cargo 
in or out through American territorial 
waters. If the gross income from Ameri- 


by soliciting business 


can sources could not be computed di- 
rectly, the local expenses could be as- 
certained and their ratio to the round 
voyage expenses computed, and _ this 
ratio applied to the round voyage’s net 
income would give the taxable net in- 
come “from sources within the United 
States.” expense ratio, three 
factors were recognized: (a) direct alloca- 
tion (such as expenses for cargo solicita- 


In_ this 


tion, stevedoring, docking, pilotage and 
port charges); (b) mileage allocation (for 
expenses such as fuel, oil and repairs), 
and (c) time allocation (for expenses 
such as crew’s wages, insurance and de- 
preciation). The resulting ratio is ap- 
plied to the round voyage gross and the 
U. S. allocated expenses are deducted to 
give the U. S. voyage net income, from 
which general expenses (such as over- 
head) are deducted. 

As can readily be seen, the formula 
of T.D., 3387 which has been embodied 
in subsequent Revenue Acts and Regu- 
lations, is the 
theory of perfection, but results in tax 
computations that are incredibly compli- 
cated the allocation formula 
must be applied separately to each 
American port touched by each voyage. 


based on economists’ 


because 


Further, an error in any one step of the 
formula affects the computation in every 
subsequent step. Nevertheless, this is 
the basic formula that the American law 
prescribes for determining income “‘de- 
rived from the United 
States” in the face of foreign-flag ships 


sources within 


trading to our ports. Except as super- 
seded by international arrangements for 
reciprocal exemption of shipping in- 
come, the formula with all its complica- 
tions still governs the computation of 
a foreign-flag ship’s taxable 
from American sources. 

The sad part of it is that, as a prac- 
tical matter, the complications are quite 
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unnecessary. Obviously, the longer the 
voyage in time and distance, the smaller 
the its round 
voyage income that is allocable for taxa- 
the United States. The author 
has found that normally the percentage 
the 
principal maritime trade routes of the 


will be percentage of 


tion in 
so allocable to round voyages on 
world from the United States are ap- 


(a) North 
FKurope 10% to 12%, (b) Mediterranean 


proximately as _ follows: 


ports 9% to 11%, (c) South American 
7%, to 9%, (d) South Africa 6% to 8%, 
and (e) Far East 5% to 7%. In recogni- 
the inevitable mathematic 

the 


o 
tion of con- 


clusions, Treasury auditors have 
from time to time shown a disposition to 
accept returns which fall within the fore- 


going percentages of allocation. 


Foreign rules 


If we in this country, with our well 
developed tax theories (and perhaps a 
penchant for theoretical perfection), 
have had trouble in determining how 
much of a foreign ship’s income to tax 
here, you can imagine the heterogeneous 
sets of rules that pertain in certain for- 
None of 


nizes what is implicit in our T.D. 3387, 


eign countries. them recog- 
namely, that the great bulk of inbound 
and outbound ship revenues are earned 
Most of 


these foreign countries still adhere to 


on the high seas or abroad. 
some variant of the extraterritorial taxa- 
tion theories inherent in our discarded 
r.D. 3111, namely, that revenues origin- 


ating 


s 


in that country are taxable by it. 
that 
it is impractical to determine how much 


Some other countries have found 
of a foreign-flag ship’s income and ex- 
penses are allocable to any particular 
the 


prescribing an em- 


port, and have decided to cut 


Gordian knot by 
pirical formula. These formulae, how- 
ever, create serious tax problems for an 
American shipping concern in foreign 
countries. Fortunately, the problems 
are gradually being resolved by exten- 
sions of 


the principles of reciprocal 


exemption. 


U. S. tax credit 

Meanwhile the impact of foreign taxa- 
tion on American taxpayers is softened 
by the credits allowable against the U. S. 


tax for “income, war profits and excess 


profits taxes” imposed by “any foreign 
country.” In general, the U. S. tax can 
be reduced by any foreign tax, with 
the limitation that the credit for any 
foreign country’s tax shall not exceed 


such portion of the U. S. tax (before 


credit) as the taxpayer’s “taxable income 
from sources within such country” bears 
to the taxpayer’s entire taxable income. 
Though intended to limit foreign tax 
credit to a rate comparable to the effec- 
tive U. S. tax rate, this clause raises the 
old problem of what is the income from 
“sources within” such country. Obvious- 
ly, it would be unfair to impose the 
American rule of determining sources, 
when the foreign country uses a different 
rule based on 


concepts of origin or 


economic incidence. In other words, 
when the economic effect of a foreign 
tax is a rate lower than the U. S. tax 
rate, the manner of computation of the 
foreign income should not furnish an 
excuse to deny the U. S. tax credit. Par- 


this so, 


ticularly is since under our 
present Code the credit for foreign 
taxes extends to those “generally im- 


posed” by a foreign country “in lieu” of 
a tax on income or profits. The latter 
provision eliminates the Treasury De- 
partment’s former objection that a for- 
eign tax based on a portion of the 


gross income or revenue cannot be 


deemed tax on income or profits. 


Reciprocal tax exemptions 


As already intimated, the maritime na- 
tions are gradually adopting arrange- 
ments for reciprocal exemptions of each 
other’s shipping. In view of the difh- 
culties of determining taxable income 
of foreign shipping and the diverse 
formulae prevailing in the various coun- 
tries, reciprocal exemption commends 
itself as being both practical and just. 
Its 
shipping to the country of the ship's 


net effect is to leave taxation of 
flag or of the shipowner’s domicile. 

Actually there are two kinds of re- 
ciprocal exemptions, one a_ unilateral 
declaration of conditional law and the 
other arising from a bilateral agreement. 
Frequently, these two approaches differ 
in their results because they lay down 
different conditions. 

Our Internal Revenue Code provides 
that there shall be excluded from gross 
income of a foreign citizen or corpora- 
tion and exempted from U. S. taxation 
“earnings derived from the operation of 
a ship or ships documented under the 
laws of a foreign country which grants 
an equivalent exemption” to American 
citizens and American corporations. It 
will be noted that this provision places 
emphasis on two points: (a) The earn- 
ings must be derived from the operation 
of a foreign ship and (b) The law of 
that ship’s flag must grant an equivalent 
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exemption to U. S. citizens and corpora- 
tions. 

Some rather interesting results flow 
from these provisions. Of course, the tax- 
payer in question must be a foreign 
citizen or a foreign corporation. The ex- 
emption is not limited, however, to the 
owner of the ship, but extends to the 
charterer who hires the ship from the 
owner and operates it in the American 
trade. Further, if the law of the ship’s 
flag grants an equivalent exemption, 
her earnings in this country are exempt, 
regardless of whether any similar exemp- 
tion is granted by the law of the country 
in which the ship’s owner or charterer 
is domiciled. For example, Cuba does 
not grant an equivalent exemption, but 
Panama Cuban 
corporation may obtain the U. S. exemp- 


does. Nevertheless a 
tion on the earnings of a Panama-flag 
vessel, which the Cuban corporation 
owns or charters. Conversely, a Panama 
corporation cannot obtain the U. S. 
exemption in respect of the earnings 
derived here from its operation of a 
Cuban ship. 

Since the equivalent exemption is in 
the nature of an international agree- 
ment, the provision is construed liber- 
ally, instead of narrowly as in the case 
of most exemptions. As a result, the 
exemption is accorded to a qualified 
ship’s earnings, and is extended to bank 
interest on freight monies collected and 
kept the 


ship’s remittance 


here, pending payment of 


disbursements and 
home of the balance. 

As mentioned above, our “equivalent 
exemption” is a unilateral provision 
based on a condition to be fulfilled by 
the laws of the foreign ship’s flag. The 
foreign country is not required to agree 
that it will continue to exempt Ameri- 
can ships’ earnings. Consequently, when- 
ever that foreign country passes a new 
tax law, the question arises anew as to 
whether that country continues to fulfill 
the conditions for the equivalent exemp- 
tion. Although our law on the point 
has retained the identical provisions on 
the point for some thirty-five years, it 
that, because a 
certain foreign country has once been 


is not safe to assume 
held to qualify for the equivalent ex- 
emption, it necessarily continues to so 
qualify. In cases where Executive Agree- 
ments have been concluded between the 
United States and a foreign country, 
recognizing that it satisfies the equiva- 
lent exemption provisions, it may gen- 
erally be assumed that such status is a 
continuing one. 
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The second form of reciprocal exemp- 
tion for shipping is contained in various 
tax treaties or tax conventions between 
United States and certain 


the foreign 


countries. This kind of exemption is, 
of course, bilateral in nature, as the two 
countries agree to exempt each other's 
ship’s earnings. The provisions of these 
agreements are not uniform and their 
approaches to the problem vary consider- 
ably. Three different types can be dis- 
tinguished: 

1. The first type is a treaty or conven- 
tion which provides that citizens and 
corporations of one country are exempt 
in the other country on earnings of 
ships documented under the laws of his 
or its own country. Here a double test 
is prescribed: that both the residence of 
the owner, and the documentation of 
the ship must be in that country. 

2. The second type is a treaty or con- 
vention providing reciprocal exemption 
to citizens or corporations of the other 
country, with respect to earnings of 
ships which are either documented in 
his own country or in any third country 
which grants such exemption to shipping 
enterprises of both contracting countries. 
Here there is also a double test, but the 
ship’s flag need not be that of the opera- 
tor’s nationality. 

3. The third type is a treaty or cen- 
vention which broadly 


provides re- 


ciprocal exemption to a resident or 
corporation of the other country. Here 
the ship’s flag is immaterial, and the 
vessel might be documented in a third 
country which does not grant exemption 
to either nationals or ships of either of 
the contracting countries. It is interest- 
ing to note that these tax treaties which 
take citizenship of the operator as the 
sole test, are the converse of our statu- 
tory exemption which takes the ship’s 
flag as the sole test. 

An interesting problem will some day 
arise as to whether the more restric- 
tive provisions of a tax treaty or con- 
vention will prevail over the broader 
terms of the 


equivalent exemption 


under our Internal Revenue Code. 


Suppose, for example, that a Nether- 
lands corporation operates a Panama- 


flag ship to the United States. The 
United States-Netherlands tax conven- 
tion of 1948 provides for the double 
test, that both the residence of the 


operator and the documentation of the 
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ship shall be in the Netherlands. How- 
ever, Panama satisfies the equivalent ex- 
emption of our Internal Revenue Code 
of 1954, under which Panama-flag ships 
are exempt here regardless of the na- 
tionality of the operator. Under these 
circumstances, is the Netherlands corpo- 
ration operating a Panama-flag ship 
exempt on its earnings? The technical 
rule that the latest enactment (statute 
or treaty) prevails, is not applicable as 
the Code does not apply where its ap- 
plication would be “contrary to any 
treaty obligation.” Where the two pro- 
visions are not necessarily inconsistent, 
there is no reason why both exemptions 
should not be applied. The usual rule 
that shall 
strictissimi juris is not applicable since 


exemptions be construed 
international 


construction 


with 
liberal 


we are concerned 


relations, where a 
is required. 

rhere is no doubt that the “recipro- 
cal exemption” provisions have elim- 
inated many complicated, annoying and 
burdensome tax problems that formerly 
afflicted international shipping, and that 
the American Merchant Marine has 
shared in these benefits. As between the 
United States the great 
for Britain, 


and some of 
Great 


there is an adequate quid pro quo, even 


powers, example, 
if British ship operators are relieved of 
than 
ship operators are relieved of British 


more American taxes American 


taxes. At least, these two countries are 
comparable both in their intertrading 
The 
question is sometimes raised, however, 


tonnages and in their tax rates. 
whether the United States benefits from 
reciprocal exemption arrangements with 
foreign countries, where there is a great 
disparity in either of these two elements. 
Unfortunately, the discussions of this 
question frequently generate more heat 
than light. Too often it is forgotten 
that the taxes which this country can 


collect from foreign flag ships are rela- 


tively small, whereas the taxes which 
a foreign country can collect from 
American ships may be substantial. 


Further, if two foreign countries recipro- 
cally exempt each other’s ship earnings, 
but both tax our shipping, the Ameri- 
can-flag ships are placed under a double 
handicap. Actually the extensions of re- 
ciprocal exemptions between the United 
States and foreign countries have helped 
to keep alive the American Merchant 
Marine. The reason why, at various 
times in our history, the American flag 
has almost disappeared from the high 
seas is that we have been unwilling to 


enable our ships to compete on equal 
terms with foreign ships. 


Tax treatment of subsidies 


Not until the Merchant Marine Act 
of 1936 was a consistent and logical plan 
evolved, which provided for equali- 
zation of costs between American-flag 
and competing foreign-flag operations. 
Such equalization was extended in four 
(a) a differ- 


ential” to absorb the difference in cost 


directions: “construction 
of building the ship here and abroad; 
(b) the absorption by the Government 
built 
the ship; (c) an “operating differential” 


of national defense features into 
to equal some of the excess operating 
costs under the American flag, as com- 
pared with those on actually competing 
foreign ships, and (d) a tax exemption 
for earnings required to be plowed back 
for replacement of old ships and build- 
ing of new ships. We are here con- 
cerned with the tax effects and tax 
problems generated by these provisions, 
the Act's 


requirements is a sine qua non for com- 


but a brief background of 


prehension of the tax aspects. 

First, consider the construction differ- 
ential, which is actually a subsidy to the 
American shipbuilding industry. At any 
rate, the differential is not a subsidy to 
the shipowner, nor is it taxable income 
to him. Furthermore, the Government is 
not making a gift to the shipowner of 


the construction differential, which is 


granted on several express statutory con- 
ditions. One is that the vessel must re- 


main under the American flag and 


operate on American routes. Another is 


that in time of war or other national 


emergency, the Government may requisi 
tion the vessel either (a) for title at 
its depreciated cost to the owner, or 


(b) for use on a similar basis. In _ this 


way, the Government avoids payment 


of the appreciated wartime value as re- 
quired by the Constitutional require- 


ment of “just compensation.” Unfor- 


tunately, the machinery for determining 


the construction differential has been 


defective, to say the least. Even when 


a contract has been signed between the 
Government and the shipowner, fixing 
the construction differential, it has 
been the subject of dispute and adjust- 
ment long after the vessel has been 
delivered and is operating. With recent 
improvements in procedure, however, it 
is hoped that the shipowner no longer 
will be compelled to guess at the cost 


basis of his ship and the proper deduc- 


tions for its depreciation. 
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The “operating differential” is called 
the 1936 Act. 
\ctually, it is a payment made pursuant 


a “subsidy,” even in 
to a contract, whereby the shipowner 
undertakes several arduous obligations. 
He must operate the vessel on a pre- 


scribed “essential trade route,” in good 
times and bad, with a given number of 
voyages per year to give adequate serv- 
ice. He must employ American crews, 
buy his supplies from American sources, 
repay the so-called “subsidy” if his earn- 
ings exceed a statutory maximum, devote 
a portion of his earnings and profits to 
build new ships, restrict his dividends 
and officers’ salaries, and conform to cer- 
tain regulations by the Maritime Ad- 
ministration. 

Meanwhile, his operating differential 
payments are included in his taxable 
net income. There is a question, how- 
ever, whether such payments should be 
included in his gross income or applied 
to reduce his deductible expenses. So far 
as United States taxation is concerned, 
either theory will produce the same net 
income. When we come to foreign and 
state taxation, it makes a difference. Par- 


ticularly in those foreign countries 
which tax American ships on some por- 
tion of their gross revenue, the question 
arises whether such figure shall include 
or exclude the Government operating 
differential subsidy. While the question 
has not been fully settled, the better 
practice and the one which is consonant 


with the philosophy of the 1936 Act is 


o exclude the subsidy from the gross 
revenue. Sometimes the same question 
irises in state taxation which is based 
in whole or in part on the factor of gross 


revenue. 


Statutory reserve funds 


Some of the most interesting and 
dificult tax problems of the American 
Merchant Marine are those relating to 
deposits in and withdrawals from the 
various statutory Reserve Funds. In this 
regard the problems of the non-sub- 
sidized companies are relatively simple, 
as their use of the statutory provisions 
election. In the case of 


is a matter of 


the subsidized lines, however, their com- 
pliance with the reserve fund provisions 
is largely mandatory. 

Non-subsidized companies may elect 
to make use of two statutory fund pro- 


VISIONS. 


Che replacement fund long permitted 


under the Internal Revenue Codes is 
well known and available to all tax- 
payers in connection with “involuntary 


conversions.” If a ship is sunk, destroyed 
or requisitioned, the profit realized on 
her insurances or other indemnity is 
the 
elects to apply the proceeds to the 


not recognized, provided owner 
acquisition of a replacement vessel. If 
he so elects, it is good practice to set 
up a replacement fund on his books, al- 
though such fund has not been required 
by the statute since 1951. After such 
election, the shipowner must obtain 
from the Treasury Department an ade- 
quate time allowance to make the re- 
placement, as in the case of a ship the 
“one year” primarily allowed will seldom 
be sufficient. The real problem, how- 
ever, will be whether the owner should 
elect the involuntary conversion provi- 
sions in the first place, since in that 
case his cost basis of the replacement 
vessel will not include the nonrecognized 
profit. It may be decidedly to his ad- 
vantage to pay his 25%, capital gains 
tax and have the benefit of the full cost 
basis of the replacement vessel, whose 
extra depreciation will ordinarily be 


527, 


worth and perhaps up to 95%, in 
periods of excess profits taxes. Generally 
speaking, if the conversion profits are 
relatively small or the future tax rates 
promise to be relatively high, the tax- 
payer cannot afford to elect the non- 
recognition benefits of the involuntary 
conversion provisions. 

The construction reserve fund provi- 
Act 


exc ept 


sions of the Merchant Marine are 


somewhat similar in purpose, 
that they apply only to American ships 
and include the case of a voluntary sale 
as well as an involuntary conversion. 
The requirements for nonrecognition of 
the profit are more onerous, however, 
in that the proceeds must be deposited 
under control of the Maritime Adminis- 
tration in the 


Fund.” Such fund can be applied to the 


“Construction Reserve 


construction or acquisition of a new 
vessel or, with the approval of the Secre- 
tary of Commerce, to the reconstruc- 
tion or reconditioning of, or the pay- 
ment of mortgage on a relatively new 


vessel. The rules for deposits in and 


withdrawals from such fund are pre- 
scribed by joint regulations of the 
United States Maritime Commission 


and the Commissioner of Internal Rev- 
enue. Those regulations contemplate in 


general a modified “‘first-in, first-out” 


arrangement, which becomes important 
since the shipowner may deposit in a 


single fund the proceeds of several 


vessels sold or converted on different 


dates. In actual practice, however, the 
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construction reserve fund provisions 
have not proved attractive and have not 
been used extensively. 

The trade-in provisions are in a sense 
a Statutory reserve fund. Any American 
vessel which is at least 12 years old 
(until July 1, 1958, a tanker ten years 
old) and which is obsolete or inade- 
quate, traded to the Federal 
Maritime Board for a “credit” against 
the construction of a new vessel. With 
certain exceptions, the trade-in allow- 


may be 


ance is at a “fair and reasonable value” 
determined by the Board. No gain is 
recognized on the exchange, the new 
vessel taking the cost basis of the old, 
increased 


additional costs in 


credit 


by 
the 


any 
excess of and decreased by 
any loss recognized. 

Subsidized companies’ tax problems 
center in a large measure around the 
provisions pertaining to their statutory 
reserve funds into which regular de- 
posits must be made both on account 
of the capital and earnings of subsidized 
vessels. 

Into the capital reserve fund must be 
deposited the annual ship depreciation 
(if earned) and the proceeds of all insur- 
ance indemnities for vessels lost and of 
all sales of vessels. This fund is dedicated 
to replacing and paying for the exist- 
ing ships and to the acquisition of ad- 
ditional ships, directly or indirectly, and 
it can be used for no other purposes. 
Withdrawals 
the countersignature of 
Board. 


Into the special reserve fund must be 


cannot be made without 


the Maritime 


deposited annually all earnings of sub- 
sidized vessels in excess of 10% of the 
“capital necessarily employed.” At the 
end of each ten-year period, half of such 
deposited earnings be 


must applied 


toward “recapture” of the operating 
subsidy received, and the balance theo- 
the 


contractor for its general corporate pur- 


retically may be “withdrawn” by 
poses. 

In addition to these “mandatory de- 
posits,” the operator may also make 
additional “voluntary deposits” of earn- 
ings or profits, in either reserve fund, 
but only with the “approval” of the 
Federal Maritime Board. 


Agreement on taxation of reserves 


Since it is impossible both to deposit 
earnings and profits and also to pay 
taxes thereon, the Act provides for cer- 
tain The famous Section 
607(h) of the 1936 Act provides: “The 
earnings of any contractor receiving: an 


tax benefits. 
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operating differential subsidy, . . . which 
are deposited in the contractor’s re- 
serve funds shall be exempt from 
all that 


ings withdrawn from the special reserve 


Federal taxes,” except “earn- 
funds and paid into the contractor’s 
shall 


the year of withdrawal.” 


general funds” be “taxed as if 
earned during 
[Emphasis supplied. ] 

The 


seemed reasonably 


pattern behind this provision 
clear. Earnings de- 
posited in a reserve fund became con- 
ditionally tax-exempt. If the deposit 
was applied to an intended purpose 
(such as purchasing a new ship), the in- 
choate exemption matured into a 
permanent one; but, if a deposit was 
withdrawn into the contractor’s general 
funds, it became taxable in the year of 
Of the 


exemption applied only in the year 


such withdrawal. course, tax 
that the contractor was “receiving” an 
operating subsidy. 

The Treasury Department, with its 
traditional hostility to any tax exemp- 
tion, challenged the foregoing concept 
and held (a) that the term “exempt” 
does not permit a conditional tax ex- 
emption, but only a tax deferment, and 
(b) that the term “earnings” referred 
only to ordinary income and did not in- 
clude capital gains. Under such inter- 
pretation, the capital gains realized on 
the sale or insured loss of a ship would 
be taxable, despite the mandatory de- 


posit of the entire proceeds in the capi- 


tal reserve fund. It also meant that 
operating income, deposited in the 


special reserve fund and then reinvested 
in a new ship, would not be included 
in the depreciable cost basis of such ship. 

Rather 


subsidized lines compromised with the 


than litigate the issues, the 
Treasury Department, and, under the 
aegis of the House Merchant Marine 
concluded a 
closing agreement with the Treasury in 


and Fisheries Committee, 
July of 1947. Therein it was recognized 
that the Section 
607(h) did not apply during the war 
years (1943-1945) the 
were not “receiving” an operating sub- 


tax benefits under 


when operators 
sidy. The tax benefits were recognized 
as applicable both to ordinary income 
and capital gains. As to the pre-war 
(1942 and prior), the deposits 
were held to be “exempt,” but as to the 
post-war years (1946 and subsequent) 
the deposits were held to be merely 


years 


“tax-deferred.” Illogical as that closing 
agreement may seem, it has furnished a 
workable basis for determining the tax 
consequences of deposits in the reserve 
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funds, as well as the subsequent applica- 
tions of and withdrawals from such re- 
serve funds. The is that the clos- 
ing agreement, together with the Inter- 
pretative Bulletin issued to explain, has 


fact 


furnished such a complete code that 
relatively few tax problems have arisen 
which could not be solved thereunder. 
In practical effect, it makes little dif- 
ference whether the deposits are treated 
tax-deferred. So far 
as “withdrawals” from the reserve funds 
the 
whether in 


as tax-exempt or 


tax thereon is the 
interim the 
posits are considered temporarily exempt 
or tax-deferred. It is true that the tax 
basis for a ship purchased entirely with 


are concerned, 


same the de- 


tax-deferred funds would be zero, and 
hence under the Internal Revenue Code 
no depreciation on such ship would be 
allowable, and her entire sales or insur- 
ance proceeds would constitute capital 
gain. Again this is immaterial, so long 
as the company’s subsidized status con- 
tinues under the Merchant Marine Act 
of 1936, because it requires deposits for 
the vessel’s depreciation based on actual 
cost, and also deposits of her entire sales 
or insurance proceeds. So long as the 
deposits continue to be tax-deferred, the 
net result is almost the same as if they 
effect, 
therefore, the Treasury’s misinterpreta- 


were tax-exempt. In_ practical 
tion of the statutory term “exempt” has 


not produced any great hardships. 
} 8 


Recapture 


As already mentioned, at the end of 
each ten-year period, the Government 
is entitled to “recapture” the operating 
subsidy from 50% of the mandatory de- 
posits in the Special Reserve Fund. Con- 
sequently, the Maritime Administration 
makes detailed audits of a subsidized 
accounts in order to de- 
the 
the 


portion of the total subsidized income 


line’s annual 


termine the proper amount of 


operating-differential subsidy and 
required to be deposited. All too fre- 
quently, such audits are not finalized 
until long after the lapse of the ten-year 
recapture period. In the meantime, the 
company either its 


must keep open 


Federal income tax returns, or risk a 
major increase of its mandatory deposit 
requirements after the statute of limita- 
tions has barred a claim for tax-defer- 
ment therefor. 

This situation would be bad enough 
if the Treasury Department and _ the 
Maritime Administration employed the 
same accounting methods, but they do 


not. If the company litigates a matter 


of income or expense relating to its 
subsidized operations for (say) 1950 and 
the issue is finally decided in 1956, such 
additional would 


accrue in 1956 for income tax purposes, 


income or expense 
but for Maritime accounting purposes 
it would be thrown back to 1950. If. as 
a result of this adjustment, Maritime 
calls for an additional mandatory de- 
posit for 1950, after the tax return for 
that year had been closed, one might 
think that this would create a hardship. 
Fortunately, this problem too was fore- 
seen and covered by the Closing Agree- 
1947, which provides: ‘The 
benefit of deposits of ordinary income 


ment of 
shall be allowed in the same year that 
such income accrued, regardless of the 
date of actual deposit .. .” 

As the 1950 income recovered by liti- 
1956 
1956, the tax benefits due to the deposit 
1956. 


gation in would be taxable in 


thereof are allowable also in 


Application of reserve funds 


As already mentioned, the deposits 
accumulated in the reserve funds may 
consist of capital items (cost basis and 
depreciation of ships), capital gains 
(profits on disposition of ships) and or- 
dinary income (operating earnings, in- 
terest on investment of funds, etc.). 
When a payment or a withdrawal from 
the reserve funds is made, it is neces- 
sary to know whether it consists of capi- 
tal, capital gains or ordinary income. 
this both funds 
treated unit, then the 
“first-in, first-out” rule is applied. The 
taken 


“cash” 


For purpose, reserve 


are as a and 


“ins” and the “outs” are as ac- 


tually made, ie., on a basis. 
Some rather interesting tax results can 
flow from this rule, depending on the 
the funds 
the 


simultaneously with making a payment 


order in which reserve are 


used. Suppose company is faced 


for a new ship and also with making 
a “withdrawal” 
the should 
ranged, if possible, so that the taxable 


to its general funds. 


Obviously, “outs” be ar- 


“withdrawal” will come, in order of 
preference, from nontaxable capital or 
low-taxed capital gain; and the non- 
taxable investment in ships should be 
made, if possible, from ordinary income 


or capital gains. 


Depreciation and amortization 


There is probably no industry that 


has a larger proportion of its total 
capital tied up in fixed assets than does 
the shipping industry, and therefore has 
a greater interest in allowances for de- 
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preciation and amortization. 

For many years, the Treasury Depart- 
ment insisted that 3% per year was the 
reasonable rate of depreciation for a 
ship. It pointed out that there were 
many ships operating in good times at 
the age of thirty-three years or more. The 
answer was that it was like the school- 
knife had 
blades and one new handle. If you are 


boy's which has two new 


willing to stand the repair and recon- 


ditioning costs, a ship can be kept 


operating indefinitely. As a_ practical 
matter, after her third survey at age 
18, a ship frequently becomes uneco- 


nomical to operate, except in times of 
After 
negotiation, a 


unusual demand for tonnage. 


years of hearings and 
general depreciation rate of 4% was 
allowed for ships. After the Merchant 
Act 1936 the 


subsidized operation at 20 years and re- 


Marine of set limit for 
quired deposits of 5% annual deprecia- 
tion, the Treasury Department allowed 
a 20-year useful life for subsidized ships. 

We shall not dwell here on the various 
methods of computing depreciation ex- 
cept to indicate that most shipping com- 
panies still use ‘straight-line’ deprecia- 
tion, although for new passenger liners 
which are traditionally in highest de- 
mand while they are new, the declining 
balance or sum-of-the-years-digits method 


would seem advantageous. 


Merchant Ship Sales Act of 1946 


The most troublesome aspect of ships’ 


cost basis and depreciation problems 
arises under the Merchant Ship Sales 
Act of 1946. That Act 


of Government's war-built surplus ships 


authorized sale 


at a “statutory sales price.” At the same 
time, to be fair to those who purchased 
Government ships during the War (after 
1940), 


ment” of the price of such ships, under 


the Act authorized an “adjust- 


a formula which attempted to approxi- 


mate what the situation would have 


been if the ships had not been pur- 
chased until 1946 and then at the statu- 
tory sales price. In brief, the shipowner 
was credited with the excess of his 
original purchase price over the statu- 
tory sales price, and with an interest 
allowance on such excess, debited with a 
the 


1946, and then credited with such part 


charter-hire rate on vessel up to 
of his taxes as applied to the charter- 
hire. The net of these adjustments was 
then deducted from the original war- 
time price, and the balance was the 
“adjusted purchase price.” It is obvious 


that actual adjusted price under the 


formula is invariably higher than the 
“statutory sales price,” because all of the 
net profits (after taxes) of interim own- 
ership were taken away. 

What is the depreciable cost basis of 
such vessel? The Treasury Department, 
supported by the Maritime Adminis- 
tration, held that the new cost basis is 
the “statutory sales price” on the theory 
that the adjustments were income and 
tax adjustments required as a condition 
precedent to reducing the capital adjust- 
ment of price down to the “statutory 
sales price.” The shipowners claimed 
that the whole formula was a capital cost 
adjustment, measured in part by income 
and tax items, and consequently the ad- 
justed cost basis was considerably higher 
than the “statutory sales price.” 

Congress agreed with the shipowners, 
and passed a bill providing that the 
adjusted cost basis is the original pur- 
chase price reduced by the net of all 
adjustments provided in Section 9 (b) of 
the Merchant Ship Sales Act of 1946. 
The President vetoed the bill. When the 
issue was recently litigated (Barber Oil 
Corp., DCN. J., 10/25/55; 135 F. Supp. 
451, 457. Case settled and not appealed 
by the Government.) as a tax case, the 
the taken 
Congress and the shipowners. 


court upheld position by 


Emergency amortization 

The Internal Revenue Code permits 
by election a special amortization allow- 
ance over a period of 60 months for 
built 
quired after 1949 and before 1957, as is 
the 


such “emergency facility,” or ac- 


certified by proper Government 
agency to be necessary in the interests 
of national defense. It may seem at first 
that 


particularly beneficial to a shipowner, 


blush this provision would be 


and that a ship is a prime example of 
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an emergency facility. In practice, how- 
ever, these special amortization provi- 
sions have not been used in respect of 
ships to the extent that might seem 
likely. There are several reasons for 
this, the foremost obstacle being the fact 
that 
tional emergency, the Government im- 


at outbreak of war or other na- 
mediately requisitions all shipping facili- 
ties, including ships, shipyards and ships 
While there have 
been important instances of the appli- 
cation 


under construction. 


of emergency amortization to 
ships, perhaps analogy of the amortiza- 
tion provision has been of greater im- 
portance to ship owners generally than 
the amortization itself. 

When the war in Europe broke out 
in 1939 and demand for ships became 
great, 
pense acquired and reconditioned laid- 


many shipowners at great ex- 
up ships that were twenty-five years of 
age or older. What depreciation rate 
was applicable? The Treasury turned 
to its ancient rule of thirty-three years, 
and insisted the write-off be spread over 
eight years. The shipowner considered 
that the emergency would be over in 
anywhere from two to four years. While 
the emergency-facility amortization pro- 
visions were not applicable, they did 
furnish an analogy so convincing that 
and obsolescence 


depreciation were 


generally allowed on a five-year basis. 


Conclusion 


The tax problems of the shipping in- 


dustry are numerous and frequently 
unique. Their solutions are often found 
in unusual applications and little-known 
formulae. Being particularly vulnerable, 
both to a multiplicity of taxes and to 
that the 


shipping industry and its tax problems 


problems are sui generis, 


present a fascinating field. 


New foreign decisions this month 


No exemption; taxpayer wasn’t actually 
resident in China for full year. 
the United States, 
established a residence in China in 1929. 
In 1941 
turned to the United States. As soon as 


Tax- 


payer, a citizen of 


taxpayer and his family re- 


the war was over, in February 1946, the 
taxpayer returned to China. He left 
China in November 1947 to engage in 
another business. The Tax Court held 
that while taxpayer may have intended 
at all times to return to China as soon as 
conditions permitted, the statute ex- 





empting income of citizens resident in a 
foreign country for the full taxable year 
requires actual residence and not domi- 
cile. Since taxpayer was not actually resi- 
dent 
1946 
years 


in China during the full years 
1947, 
is not exempt. This court affirms. 
It also upheld additions to the tax for 
failure to file. Taxpayer's belief that he 
was exempt was not reasonable cause; 
he did not show that he consulted coun- 
sel. [Under the 1939 Code, the exemp- 
tion applied only to a bona fide resi- 


and his income for those 
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dent for a full year; under the 1954 
Code, physical presence abroad for 18 
months may qualify. Ed.] Hennigsen, 
CA-4, 5/27/57. 


Taxpayer on indefinite foreign assign- 
foreign 
claimed he was a bona fide resident of 


ments is resident. ‘Taxpayer 
foreign countries and exempt on for- 
1947, 1948 1949, 


when he was employed to set up fac- 


eign salary for and 
tories in foreign countries. As soon as 
the new factory functioned smoothly, he 
moved to another country to set up an- 
other factory. He set up a factory for 
Australia and lived 
there from June 1946 to October 1948. 
His next assignment was in Canada. Be- 


his employer in 


tween assignments, he returned to the 
U. S. to marry his Australian fiancee. In 
July 
land. The district court found that tax- 


1949, he was transferred to Eng- 


payer never intended to become a resi- 
dent of a foreign country. He had never 
His 


tion was to be in foreign countries only 


set up a permanent home. inten- 
as long as his employer directed him to 
stay. This court reverses. This is a mixed 
question of law and fact and it is not 
bound by the district court finding. It 
holds that taxpayer was no mere tran- 
sient and the court below interpreted 
“resident” too restrictively. One dissent— 
taxpayer's tours of duty were only tem- 
porary though indefinite. The result is 
to allow taxpayer to escape Australian 
as a U. S. 
an Australian resident. [Under current 


tax resident and U. S. tax as 
law, physical presence abroad for 510 
18 months qualifies $20,000 of 
Ed.| 


days in 


foreign for exclusion. 


Weible, 


earnings 
CA-9, 4/15/57. 
Services on high seas subject to U. S. 
tax. An employer is not required to 
withhold income tax from U. S. citizens 
for services within Puerto Rico if they 
are bona fide residents or if withholding 
is made under foreign law. The IRS now 
rules that remuneration paid to U. S. 


of 


for services performed as crew 


citizens who residents Puerto 


Rico 
members of a fishing vessel on the high 


are 


seas is subject to income tax withhold- 
ing because the service is not rendered 
within Puerto Rico. Rev. Rul. 57-236. 


1929 Patent Transfer by nonresident 
foreign firm was sale; installment pay- 
ments after 1935 In 
1929 a nonresident foreign corporation, 


are nontaxable. 


not engaged in busihess in, or having 


an office in, the. United States, trans- 
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ferred certain rights under a patent to 
an American corporation for a total con- 
sideration to be paid’ anually based on 
production, but not less than an annual 
minimum. This, the IRS rules, was a 
transfer of all rights and therefore a 
sale. The installments for the 1940-1943 
could not be paid because of enemy 
occupation of the foreign country: these 
installments were paid in 1953 and the 
question here is the tax treatment of 
those Prior to 1936 such 
foreign corporations were taxed on all 
gross the United States 
but withholding was not required. The 
1936 Revenue Act taxed foreign corpo- 
rations or determinable 
including royalties, 
but excluding proceeds of sale. Since 


installments. 


income from 


on fixed in- 


come, specifically 
these installments were proceeds of sale, 
they are not taxable for 1936 and subse- 
quent years. Rev. Rul. 57-317. 


Can deduct bribes to obtain foreign 
government contracts if the government 
itself acquiesces. In a letter to Senator 
forth the policy of the IRS in allowing 
forth the policy of th eIRS in allowing 
deduction of bribes paid to foreign gov- 
ernment officials to obtain contracts with 
If the foreign 
government itself demands or permits 


foreign governments. 
the payments, the Commissioner says, 
the IRS would find it hard to sustain the 
that the are 
ordinary and necessary. In these situa- 
tions, he says, sharply defined Federal 
policy is not involved. Spec. Rul. 3/11/ 


57. 


position payments not 


Computing exempt pay of Canadian 
transportation workers in the U. S. part- 
time. The convention 
tween the U. S. and Canada provides for 
the exemption from U. S. income tax 
of compensation paid to a Canadian 
resident for personal services rendered 


income tax be- 


in the U. S. if he is not present more 
than 183 days in the year. Transporta- 
tion workers between points in the U. S. 
and Canada are to compute their days 
in the U. S. in the following manner: a 
working period of eight hours or more 
in the U. S. is one day; a period of less 
than eight hours is one day, if it is 
treated as a full work day; if it is not, 
it is the same fraction of a day as its 
length in hours is of eight. Whole and 
fractional days are to be accumulated to 
determine whether the worker was in 
the U. S. for 183 days. Rev. Rul. 57-330. 


Must withhold on wages paid to refugee 


parolees. An alien resident in the United 
States is subject to income tax withhold- 
ing just like a citizen. Hungarian 
refugees admitted either under a visa or 
as parolees are alien residents. With- 
holding must be made on wages paid to 
them. Rev. Rul. 57-331. 


Credit allowable for Canadian with- 
holding tax on liquidation. The 15% 
tax withheld by a Canadian corporation 
on liquidating distributions to a U. S. 
resident shareholder is deemed to be an 
and will be allowed as a 
foreign tax credit to the extent per- 
mitted by Code Section 901. Rev. Rul. 
57-348. 


income tax 


Withholding on dividends on joint 
stock; one spouse an alien. Corporations 
are required to withhold income tax on 
dividends paid to nonresident aliens. 
The IRS rules that stock, jointly owned 
by husband and wife is treated as owned 
one half by each. Consequently, when 
alien the 
corporation is required to withhold only 
half the dividend. Rev. Rul. 57-299. 


one spouse is a nonresident 


Nonresident alien trading through at- 
torneys-in-fact not “engaged” in trade or 
business. A nonresident alien who is en- 
gaged in trade or business within the 
U..&, 
ever, the Code provides that “trade o1 


is taxable on U. S. income. How- 


business” does not include transactions 
through a resident broker in marketable 
securities. Taxpayer, a nonresident alien 
$2 the 
U. S., executed a power of attorney to 


with assets of over million in 
two New York lawyers. During the tax- 
able year they purchased and sold se- 
curities and made one sale of commodity 


behalf The 
lawyers also acted as officers and direc- 


futures on of taxpayer. 
tors of taxpayer's two U. S. corporations 
which owned citrus groves in Florida. 
The court concludes taxpayer's activities 
in connection with the citrus groves did 
not amount to business here; the securi- 
ties transactions were specifically ex- 
empt. Accordingly, capital gains on his 
security and commodity transactions 
were not subject to U. S. tax. Newman 


de Vegvar, 28 TC No. 120. 


Revised withholding rates under foreign 
tax conventions. The IRS has released 
a revised schedule of withholding tax 
under current tax treaties with 
respect to dividends, interest, royalties, 
and real estate rentals paid to non- 
resident aliens. Rev. Rul. 57-391. 


rates 
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Jnited | your residence to your regular place of 
hhold- } business (your tax home) you cannot de- 
garian . duct travel expenses. Sometimes it is a 
visa or | : THE TAXATION OF INDIVIDUALS pretty close question whether an item is 
With- Pp ] t 6 roblems a nondeductible commuting expense or 
aid to ersona rs | P oie a deductible travel expense. 
EDITED BY BENJAMIN HARROW, J.D., CPA A recent Internal Revenue Service 
publication (IRS Publication No. 300 
with. , (1956)) defines home as: “The place of 
15% business, employment station, or post of 
ration | duty, regardless of residence not 
U. S. | ‘ ' ‘ ee limited to a particular building or prop- 
bean | Techniques for insuring deductibility of exty but including the eutire cley te 
as a 2 general area where business premises are 
per- | travel and entertainment expenses located.” The same publication stated 
Rul. that an overnight trip was required to 
_ constitute travel, and defined overnight 
by JOHN D. MANESS as a period substantially longer than an 
joint | ordinary day’s work and of sufficient 
ations Probably most executives with an expense account have learned the hard way that idle: * Soi tesa a an slief baie 
gth to necessitate reliet to obtain 
ix On slipshod record keeping for travel and entertainment outlays just won't go with sleep— not necessarily 24 hours or from 
liens. the IRS anymore. Proof that the item is allowable and of the amount spent must dusk to dawn, but to obtain necessary 
wned ane Mee sleep, not merely to rest or obtain a 
wned be produced. Mr. Maness, in a paper presented recently before the California Society ated. 
when | of CPAs reviewed briefly the troublesome distinctions between personal and In one case a man took a job in a 
dts | business expenses and then turned to the most popular methods of paying and distant city but did not change his resi- 
only dence. Under the terms of his employ- 
9. recording them, discussing the advantages and disadvantages of each from the went. he paid his travel expenses be- 
| viewpoint of convincing the tax agent. tween the two cities and his living ex- 
h at- } penses in both places. He was not 
de or T° 1953, THE CoMMISSIONER of Internal average prudent businessman would allowed to deduct his travel or his meals 
adie Revenue announced a_ policy on have done in a similar situation. and hotel bills in the city where his 
the | travel and entertainment expenses which 2. Was it incurred in pursuit of busi- job was. That was his tax home (Flowers, 
low- some labeled as a “get tough” policy. ness and with a business purpose? 326 U.S. 465). 
le or | \pparently the announcement was This means that there must be a di- In another case, a store manager was 
tions taken too seriously by many examining rect connection between the expenditure — allowed a deduction for trips in his own 
able agents. In a later release there was an and the carrying on of a trade or busi- car from and back to his home. The 
alien} easing of the travel and entertainment — ness and the expenditure must be appro- story was that every Sunday he had to 
the expense policy to the extent that agents priate to the pursuit or development of — confer with the store owners at a point 
y to | were requested to use a rule of reason — the trade or business. 36 miles away. The court called it de- 
tax- instead of requiring documentary proof 3. Was the expense incurred “while ductible “travel while away from home” 
l se of the precise amount of every item. away from home’? Or rather, while away even though it wasn’t overnight (Waters, 
dity §% But it became standard operating pro- from your tax home? 12 TC 414). But this case is not very 
The cedure with the revenue agents to This term has a special meaning for good insurance. The Treasury Depart- 
irec- examine the officers’ individual tax re- tax purposes. Your tax home isn’t neces- ment still takes the position that the 
ions turns at the same time a corporation's sarily your personal residence. The In- travel must be away from home over- 
‘ida. return was examined. During recent ternal Revenue Service and the courts _ night. 
ities months frequent press notices again in- generally agree that a taxpayer's tax The Commissioner has ruled, in Rev. 
did dicate that the Internal Revenue Service home is at his principal place of busi- Rul. 55-109, IRB 1955-9, 14, that an em- 
uri- seems to be “cracking down” on tax- ness. If his residence happens to be far ployee who works for two different em- 
€x- } payers without adequate records, proof away, that is a matter of personal choice _ ployers on the same day may deduct the 
his | and justification for expenditures. Tax- and he cannot make tax capital of it. cost of traveling between the two places 
ions payers will have to have better records Of course, a temporary assignment out of employment. A similar deduction is 
nan than heretofore to protect themselves. of town does not change his tax home. allowed a person who works for one 
Three tests have been formulated in He is away from home even though he employer in two different locations and 
, determining whether travel expenses are has _ living quarters at his temporary who is not reimbursed for traveling be- 
ign | deductible. The first two tests also apply post. Traveling expenses between his tax tween the two points. 
ised to entertainment expenses. home and his temporary post are de- j : 
tax |. Is the expense a reasonable, ordin- ductible. However, if this assignment Accounting practices 
vith ary and necessary expense? is of long or indefinite duration it may The importance of assembling and 
ies, I believe such a phrase as it is gen- be treated as a shift of tax home. recording data which will establish the 
on erally understood has the same meaning Commuting expenses are not deduct- validity and amount of travel and enter- 
for tax purposes; that is, what the ible at all. If you simply travel from tainment expenses cannot be stressed too 
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greatly. Accounting practices in the field 
of travel and entertainment expenses 
vary widely as between different busi- 
ness enterprises. Certain of the prob- 
lems encountered in obtaining allow- 
ance of the expenses can be overcome in 
a practical manner through selection of 
the method of reimbursement. Let’s re- 
view four fundamental ways in which 
a company can handle business expenses 


of its employees. 


Nonreimbursed expense 

Sometimes salaried executives are not 
reimbursed for entertainment expenses. 
In other cases, certain expenses are rec- 
ognized by the company as eligible for 
reimbursement while others are not so 
recognized and must be borne by the ex- 
ecutive personally. 

The question arises as to whether the 
fact of nonreimbursement in itself would 
prohibit a deduction in the individual’s 
return. Examining agents are inclined to 
advance the argument that if the com- 
pany does not reimburse the executive, 
the business nature of the expense must 
be questionable. (A logical deduction— 
but perhaps I am prejudiced because | 
once worked as an agent.) 

In such a situation the executive must 
keep records to show the amounts and 
purposes of such nonreimbursed expen- 
ditures; he must establish that they are 
in fact business expenses and that they 
He 


show that the expenses were incurred for 


are ordinary and necessary. must 
the corporation’s benefit or reasonable 
expectation of future benefit; that his 
position required that he incur such ex- 
pense; and that the reason he was not 
reimbursed was that the expenses were 
considered a part of the cost of earning 
his salary and that the salary level was 
established to include such expenditures. 
Statements contained in the employ- 
ment contract, corporate minutes, or in 
a memorandum from the corporation 
are helpful in satisfying these require- 
ments. The more specific such docu- 
ments are the more valuable they will 
become in case of dispute. They should 
spell out at least major types of expenses 
which the executive is expected to incur 
without reimbursement and state speci- 
fically that the expenses are to be in- 
curred for the company’s benefit. 


Extra pay for expenses 

The employee’s compensation can be 
set at a figure which includes anticipated 
business expenses. Under this method 
the employee must take the deductions 
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on his own income tax return, and it 
will be his primary burden to prove 
them; that is, that they were actually 
incurred or paid, that they were reason- 
able, and that they were required to be 
incurred for the employer's benefit. 
From the employer’s viewpoint, fixing 
compensation to include anticipated ex- 
penses is least costly from an account- 
ing viewpoint and avoids abuse of ex- 
pense accounts. No particular tax prob- 
lems are presented if the over-all pay- 
ments would not exceed reasonable com- 
pensation for the services of the em- 
ployee. (I'll let you define “reasonable.’’) 
There are some pitfalls to be guarded 
against. The disallowance of travel and 
entertainment expenses claimed by em- 
ployees on the ground that it is not part 
of the employee’s duties to incur such 
expenditures can best be avoided by a 
written statement from the employer 
stating that certain out-of-pocket ex- 
penses are required to be paid by the 
employee contract, included in the cor- 
porate minutes or can be in the form 
of a memorandum from the employer. 


Also, a should 


stockholder-executive 
guard against a pitfall that is best illus- 
trated by an example. A salesman’s 
travel and entertainment expense is con- 
nected with his business of earning com- 
missions. But similar expenditures by a 
stockholder (who doesn’t depend on 
commissions), while they may be recog- 
nized as business expenses, may be con- 
sidered as expenses of the corporation, 
not deductible by the stockholder (Kap- 


lan, 21 TC 134). 


Reimbursed expense 

You can have the employee submit an 
itemized expense account and reimburse 
him for what was expended. The com- 
pany must take the deductions on its 
return. The employee includes the re- 
imbursement in income and deducts the 
outlays on his own income tax return, 
but he has the detailed expense account, 
approved by the company, to help him 
prove them. Remember, whoever claims 
business expense deductions must prove 
two things: 

l. The for 

purposes, not personal business. 


expenses were business 
2. The amounts claimed were actually 
spent. 


It is much easier, as a general rule, 





for the company to prove those things 


First, on the question of whether it is a 
business expense or not, the company 
has two chances. If such payments to an 
employee cannot be called reimburse- 


ment for his business expenses, then it is 
additional salary to the employee and 
can be deducted anyway. Second, the 
Treasury Department feels that an indi- 
vidual who claims a business expense is 
by no means a disinterested party. On 
the other hand, if an expense account 
has survived the scrutiny of a travel- 
wise sales manager and a cost-conscious 
comptroller, Uncle Sam usually assumes 
that the expense is ordinary and neces- 
sary and is primarily for business pur- 
poses. The true employer-employee rela- 
tionship serves as a form of check and 
balance. Therefore, all other things be- 
ing equal, a reimbursement policy gives 
employees more tax protection than a 
salary-plus or extra-pay policy. Even 
though the employee may still be called 
on to prove the deductions on his own 
return, he has his company-approved 
expense accounts to help him sustain 
them. This method will generally pro- 
duce the better tax results for the em- 
ployee in cases where his actual deduc- 
tions (other than Page 2 entertainment, 
etc.) are less than the standard deduc- 
tions. 

With the possible exception of stock- 
holder-executives of closely held corpo- 
rations, partners, and sole proprietors, 
the above practice will generally nullify 
an attempt by the examining agent to 
the 
ground that it is not part of the em- 


disallow expense deductions on 
ployee’s job to incur the expense. Closely 
held corporations, partnerships and pro- 
prietorships are often required to fur- 
nish as much detail in support of ex- 
penses as the individual. So many times 
in the smaller corporations, partnerships 
and proprietorships, travel and enter- 
tainment expenses are paid to the owner 
by check payable to himself or out of 


petty cash in round amounts, without 





Reimbursed expenses on new 1040 


THE NEW 1957 Form 1040 has one 
significant change from that of 1956: 
right on page one, after item five, 
Wages, salaries, etc., comes a new 
item six, Less (a) “Travel, reimbursed 
expenses, etc.”” In prior years tax- 
payers claiming such items were di- 
rected to make the deduction on an 
attached schedule. The prominent 
position now given to this expense 
will make it easier for the IRS to spot 
large claims and schedule such re- 


turns for audit. 
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[Mr. Maness ts a member of the Salinas, 
California, accounting firm of Stevens 


and Maness.| 


any details or other supporting informa- 
tion. Needless to say, such procedure is 
not recommended. If it is a closely held 
corporation and part or all of such 
deduction is disallowed because it is not 
substantiated, or is unreasonable or un- 
necessary, the corporation will be 
penalized to the extent of the disallow- 
ance. Also, the amount disallowed will 
probably be treated as additional in- 
come to the officer-stockholder. 

Under the reimbursement method, the 
employer does not have to withhold tax 
on such payments, if they are separately 
stated. Also, such payments need not be 
reported on information return, Form 
1099, if the employee periodically ac- 
counts to the employer for such expense 
(Mim. 5947; 1945 C.B. 235). 

This is an even more desirable method 
from the employee’s point of view. Have 
the company pay the bill directly, with- 
out the money ever passing through the 
employee’s hands. The employee never 
takes the amount into gross income and 
doesn’t have to worry about defending 
the deductions. Obviously, this tech- 
nique is not suitable or possible in all 
situations, but certain kinds of expenses 
are adaptable: 

1. Charge accounts can be established 
at hotels where employees who travel 
usually stay. 

2. Permanent living accommodations 
in places where executives frequently 
spend time. The lease to rented quarters 
can be taken in the company’s name. 

8. Vehicles used for business can be 
bought by the company, and the related 
repair, gas, oil and maintenance bills 
paid directly by the company. 

1. Transportation tickets can be pur- 
chased on company credit. 
bills 


hotels, restaurants through established 


5. Entertainment from clubs, 
credit or through one of the national 
credit agencies. 

the 
provision for reimbursement of actual 


Direct payment by company or 
expenses will generally be more advan- 
tageous from the standpoint of substan- 
tiation and of establishing that incurring 
the expense was a requisite part of the 
employee’s occupation. 

There are, of course, many variations 
of these four methods of handling busi- 
ness expenses. 

Certain basic requirements and the 
latitude be ascertained 


degree of can 


from recent Revenue Rulings. The Com- 
missioner recognizes that it is impos- 
sible to substantiate each and every ex- 
penditure. Where an individual has evi- 
dently deductible 
penses but does not possess documentary 


incurred some ex- 
proof thereof, he should be allowed a 
reasonable approximation of such items 
by resorting to reliable secondary sources 
of information and collateral evidence 
(Rev. Rul. 54-195, IRB 1954-1 CB47). 
The burden of proof in such cases falls 
upon the taxpayer, and doubts resulting 
from vague and unsatisfactory evidence 
may properly be resolved against him 
whose inexactitude is of his own making. 

Rev. Rul. 54-497 “To 
Stantiate his expenses, a taxpayer is not 


states: sub- 
required to secure, retain, and produce 
receipts for each meal and for each 
As stated the 
Cohan case, absolute certainty in such 


night’s lodging. in 
matters is usually impossible and is not 
necessary.” 

The ruling goes on to suggest that a 
day-by-day record should be kept which 
would at least indicate: 

l. The 
tion of each trip. 


dates, duration and destina- 

2. The amounts paid for lodging or 
quarters. 

3. The actual cost of each meal con- 
sumed on trips. 

However, recognition is accorded to 
the fact that not all employees keep such 
detail records, and although there must 
be something more than a bare lump 
sum estimate, many employees can still 
substantiate most of the deductible ex- 
penses with some degree of accuracy. 
The ruling continues: “Presumably they 
should be able to compute such ex- 
penses, with reasonable precision, by 
estimating conservatively the amounts 
paid for lodging and the average cost 
of the various meals, provided they can 
ascertain from time sheets, assignment 
lists or other available data, or if they 
can fairly reconstruct, the number and 
duration of those trips during which 
they were required to obtain lodging 
as necessary rest while from 
the 


they had to purchase on such trips.” 


“away 
home”; and various meals which 
A minimum record in the form of a 
day-by-day log covering the following 
items should be kept. 
1. Dates. 
2. Persons and places visited and why. 
3. Duration and destination of trips. 
4. Lodging particulars. 
5. Methods of transportation. 
6. If entertainment is involved, names, 
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places, business connection and exact or 
approximate amounts. 

Some individuals merely accumulate 
receipts, stubs, memos and other data 
relating to expenses in a folder through- 
out the year. The resulting record is not 
necessarily neat, but the support for 
expenditure is there. 

Adequate and accurate records are 
still the best bet when it comes to back- 
ing up claimed deductions for travel and 
entertainment expenses. The secret of 
successful expense records for tax pur- 
poses is to keep them as you go along, 
not reconstruct them at the year-end. 


The Sutter principle 

A recent court decision has injected a 
new principle in the field of travel and 
entertainment expenses. In the Sutter 
case (R. A. Sutter, 21 TC 170) the 
amount spent by an individual in en- 
tertaining customers or clients was not 
deductible to the extent attributable to 
the taxpayer and his family. The Tax 
Court held that the deduction would be 
allowed only for those expenditures 
which were different from or in excess 
of those which would have been made 
for the taxpayer's personal purposes. 
The implication of this case is illustrated 
in the example of a salaried executive 
taking a customer to lunch at a restau- 
rant where lunches cost $2.50 or a total 
of $5 for the two of them. The execu- 
tive can deduct only $4 if he normally 
spends $1 for his own lunch. 

This principle should not apply to 
expenses incurred on out of town trips 
since the Code permits a deduction for 
“traveling expenses (including the en- 
tire amount expended for meals and 
lodgings) while away from home” on 
business (I.R.C. Sec. 162 (a)(2)). 

A question arises as to whether this 
principle will affect the deductions by 
corporations which reimburse officers or 
employees for suc h expenses. In the past, 
corporations have deducted the reim- 
bursed amount as an ordinary and neces- 
sary business expense where the expen- 
ditures were incurred in the conduct of 
the corporation’s business. 

If the Sutter decision is correct, the 
corporation would in fact be paying a 
personal expense of the employee to the 
extent of the amount he otherwise would 
have paid for his own meal or entertain- 
ment. This could constitute additional 
compensation subject to withholding. 

As a practical matter, if the employee 
is expected to do the entertaining, and if 
the procedure is unquestionably not for 
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the purpose of tax avoidance on the part 
of the employee, the amounts should be 
considered as primarily for the conve- 
nience of the employer and therefore 
should not be treated as additional com- 
pensation like supper money payments. 
if 


stands the taxpayer will have to estab- 


Apparently, the Sutter principle 
lish that the expense portion, which is 
attributable to the cost of his own meals 
or entertainment, would not have been 
incurred except for business reasons. 
Proposed regulations (Sec. 1.162-2) on 
traveling expenses were issued on July 
10, 1956 but the final regulations have 
not yet been adopted. The proposed 
regulations do not suggest any startling 
changes that have not already been com- 
(g) Sec. 
1.162-2 states that a “taxpayer claiming 
the 


mon practice. Paragraph of 


deductions for traveling expenses 

must attach to his income tax re- 
turn, a statement showing (1) the na- 
ture of the business in which engaged; 
(2) the number of days away from home 


during the taxable year on account of 





State hospital employees not taxable 
on meals and lodging (Old Law). The 
1954 Code that 


meals and lodging furnished to an em- 


specifically provides 
ployee by his employer are not income 
of the employee if furnished for the 
if the 
lodging must be accepted and if the 


convenience of the employer, 
meals are consumed on the employer's 
premises. Prior thereto the matter was 
covered by Regulation. For many years 
convenience of the employer had been 
the test here, 


sole and 


taxpayers em- 
ployees of a state hospital, had never 
the facilities furnished 


the 


been taxed on 


them. However, Commissioner 
changed the Regulation to say that con- 
venience of the employer was a test to 
be employed only if there was no other 
evidence whether the facilities were in 
fact compensation. In many cases in- 
volving Government employees the Com- 
missioner had pointed to the valuation 
of the meals and lodging by the Civil 
Service Commission as showing that they 
were in fact compensation. However, 
the report here makes no mention of 
The Court notes 
that the Second Circuit held (Diamond 
Sturr, 221 F.2d 264) that the old 
Regulation had been so long used it 
could not be upset merely by Regula- 


any such valuation. 


Vv. 


New decisions affecting individuals 
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business; (3) the total amount of other 
expenses incident to travel and claimed 
as a deduction. 


Conclusion 

The settlement of disputes involving 
travel and entertainment expenses, 
where there is a lack of substantiating 
data or a problem as to whether they are 
business or personal, can be further 
complicated where similar items have 
been claimed in subsequent years’ re- 
turns. If either of the above two prob- 
lems exists in the returns in later years, 
it is difficult to settle on a more favor- 
able basis than that of the earlier or first 


settlement. When 


a taxpayer is con- 
fronted with this type of problem, he 
realizes too late how much better ofl 


he would have been had he practiced a 
reasonable and consistent program of ac- 
counting for his travel and entertain- 
ment expenses. Adequate and accurate 
still the bet when it 
comes to backing up claimed deductions 


records are best 


for travel and entertainment expenses, % 


tion. It follows the rule in its 


own 
Third Circuit (Saunders, 215 F.2d 768) 
and finding the convenience to the state 


was the most important factor, despite 
the the 
ployees, finds them not taxable on the 
meals and lodging. Gordon, DC N. J., 
6/28/57. 


economic advantage to em- 


Subsistence allowances of state-highway 
patrolmen are additional compensation 
Old Law). Taxpayer, a member of the 
Georgia State Patrol, was required to 
live 24 


hours a day. He received a subsistence 


in a barracks and was on call 
allowance of $4.50 a day to defray the 
costs ate at 
restaurants on his route. The Tax Court 


of his meals, which he 


held this taxable as additional compen- 
This The 
venience employer” rule 


sation. court affirms. “con- 


of is inap- 
plicable; it was argued that if the state 
supplied meals, the patrolmen would all 
be off-duty at the same time. The court 
cannot find that taxpayer’s eating of 
meals in a restaurant of his choice, paid 
for from. the 


should result 


allowance, 
favored tax treatment 
denied all other employee-taxpayers who 


subsistence 
in 


eat one or more meals away from home. 
[Under the 1945 Code, meals and lodg- 
ing for the convenience of the employer 


are excluded, whether or not they are 
compensation. But this applies only to 
meals eaten on the business premises. 
Ed.| Magness, CA-5, 7/13/57. 
Payments on mortgage pursuant to 
divorce decree not alimony. Pursuant to 
a divorce decree taxpayer was required 
to make monthly payments to discharge 
a mortgage on the house which was to 
remain the property of his ex-wife. The 
court holds these payments were not 
intended as alimony. Further, the pay- 
fixed sum and will be 
completed in less than ten years, so the 
deduction is specifically forbidden by 
the Code. Klemm, DC Wis., 8/20/57. 


ments are of a 


No exemption on medical expenses for 
wife separated by Louisiana decree. The 
1939 Code provided that an individual 
legally decree of 


separated under a 


divorce shall 
not be considered as married. Taxpayer- 
had 


or separate maintenance 
de- 
cree of separation from bed and board. 


He claimed an exemption for his wife 


husband received a Louisiana 


and also deducted for medical expenses 
which he paid on her behalf. Under 
Louisiana law, absent any provisions in 
such a decree, the husband is not liable 
for medical expenses of his wife and 
she cannot contract for the community. 
The court holds the decree constituted 
a “limited divorce decree” which suffices 
to render the parties unmarried for pur- 
poses of the exemption and medical de- 
duction. The items were therefore dis- 
allowed. Garsaud, 28 TC No. 125. 


Court finds wife intended to sign only 
as preparer. The trial court had entered 
judgement against taxpayer-wife for a 
relatively small amount of interest. Ac- 
tually, the the 
tended to sign only as a person assisting 
in the preparation of the return. It fol- 
lows that the return was not joint and 
that she not liable 
Payne, CA-8, 8/8/57. 


court finds, wife in- 


is for interest. 


Lump sum receipt for “alimony and 
maintenance of child” taxable in full. 
Taxpayer was divorced from her hus- 
band in 1947 and was awarded custody 
of their child. The decree 
awarded her $27.50 per week as lump 
sum “alimony 


minor 


and maintenance of 
child.” In spite of a later award in 1953 
of a lesser amount for the exclusive sup- 
port of the child, the court holds the 
entire payment for each of the years 
prior to 1953 constituted taxable ali- 


\ 





mony 
not de 


—— 


as pay 


mel, 2 


IRS r 





interle 
| sions 
had i 
ceivec 
| which 
unde 
titled 
held 
) unde 
Non: 
contl 


| Lane 


Join 
} locul 

Tax 
) wife 
terlo 
Dect 
still 
join 
F.2c 
104! 


26 





Sup 

} loct 
qui 

per 

loc 

Th 

ora 

sol 

| the 
the 
cas 
19. 








1ey are 
mnly to 


emiuses, * 


int to 
lant to 
quired 
chars 
was to 
e. The 
€ not 
€ pay 
vill be 
so the } 
en by 


dd. 


es for 
Ihe 
vidual | 
e of 
Shall ) 
ayer 
a de 
ard 
wilt 
enses 
nder \ 
ns in f 
iable 
and 
nity. | 
uted 
flices 
pur- } 
l de 
dis- f 


only 
ered 
rai ? 
Ac ) 
in 
ting 
fol 
and 


est. 





on 
os 
———— 





mony to the wife, since the decree did 
not designate any part of the payment 
as payable for the child’s support. Hum- 
mel, 28 TC No. 131. 


IRS rules joint returns allowed despite 
interlocutory decree. Despite court deci- 
sions to the contrary, the Commissioner 
had insisted that persons who had re- 
ceived an interlocutory decree of divorce 
which was not yet final were “separated 
under a decree of divorce’ and not en- 
titled to file joint returns. It is now 
held that they may file joint returns 
both 1939 and 1954 Codes. 


Nonacquiescences in decisions to the 


under the 
contrary are withdrawn. [See Eccles and 
Lane below.—Ed.] Rev. Rul. 57-368. 

Joint return permitted despite inter- 
The 
lax Court held that taxpayer and his 


locutory divorce [Acquiescence}. 
wife, who had received a California in- 
terlocutory decree of divorce which, at 
31, 


still husband and wife entitled to file a 


December was not yet final, were 
joint return. This case was afhrmed, 208 
F.2d 796, (4th Cir. 1953). Eccles, 19 TC 
1049, acq. IRB 1957-32; similarly Lane, 


26 TC 405, acq. IRB 1957-32. 


Support payments while decree inter- 
locutory not alimony (Old Law) [Ac- 
quiescence|. Taxpayer received alimony 
pendente lite while her Colorado inter- 
locutory divorce decree was not yet final. 
Che held that Col- 
orado the marriage was not dis 


fax Court under 
law 
solved until the decree became final and 
therefore the support payments prior 
thereto were not taxable alimony. This 
was affirmed, 211 F.2d 378. [The 


Code 


Case 
1954 


payments under a “decree for support” 


gave alimony treatment to 


and the proposed Regulations on this 


point include as 


under interlocutory decrees if the parties 


alimony payments 
are living apart and file separate returns. 
Ed.| Evans, 19 TC 1102, IRB 


1957-32. 


ac q- 


Filing final return by January 15 does 
not excuse failure to file timely estimate. 
Taxpayers filed no declarations of esti- 
mated tax for 1952 and 1953 but did file 
their returns by January 15. They argue 
that no penalty should be imposed be- 
cause it was widely believed that their 
procedure was correct and even revenue 
agents were saying it was satisfactory. 
Further, they relied on their corpora- 
Code 
and Regulations and discussed the mat- 


tion’s accountant who read the 


ter with a deputy collector. The court 
holds that the failure arose from the ac- 
countant’s error or ignorance and that 
it is not a reasonable cause for failure 
to file a timely estimate (Old Law). 
[Under the 1954 Code 
separate penalty for failure to file an 
estimate.—Ed.| Solomon, TCM 1957-167. 


there is no 


Character of partnership and trust in- 
come unchanged for determining re- 
tirement income. Partnership income, or 
trust or estate income, reported by a 
partner or beneficiary, which represents 
the distribution of rental income, is re- 
tirement income for an individual who 
has attained the age of 65. If personal 
services are a material factor in the pro- 
duction of rental income, the earned in- 
come element must be eliminated when 
taxpayer is reporting rental income re- 
ceived individually or through a _ part- 
nership. Rev. Rul. 57-351. 


Tenant could deduct storm damage if 
he proved his loss. Taxpayer spent some 
$700 repairing storm damage to a house 
he occupied as tenant. The Tax Court 
denied the deduction because he did not 
show his basis, saying that the Code 
denied deduction of a loss in excess of 
basis. While this court affirms, it notes 
that the Code is silent on treatment of 
damage to rented property. It says that 
the casualty loss affected both the land- 
lord’s reversion and the lessee’s interest. 
However, the repair bill does not meas- 
ure the tenant’s loss and the Tax Court 
properly denied the deduction. Bonney, 
CA-2, 8/2/57. 


“Right to exercise family control” test 
not applicable for head of household. 
Thus where an individual contributed 
more than half the cost of maintaining 
the household where he and his father, 
stepmother, half-brother and half-sister 
the half-brother half- 


sister qualify as dependents, he is en- 


reside, and and 
titled on proof of these facts only to 
compute his tax as head of household. 


Rev. Rul. 57-415. 


Payment of son’s tuition not evidence 
of support. The Commissioner dis- 
allowed as a deduction $570 expended 
by taxpayer on his son’s college tuition 
and books. Taxpayer then claimed he 
was entitled to a dependency credit in 
lieu of the deduction. The court denies 
the credit in the absence of proof that 
taxpayer furnished over half of his son’s 
support. Croff, TCM 1957-163. 
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Personal tax problems * 


FROM PIONEERS WHO ARE NOT 


MERELY CONTENT To REST 
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Porma-<uceil 


New PERMA-LUCENT Tax Forms provide maxi- 
mum paper translucency, thus eliminating the 
need for soft, objectionable pencils. Also, your 
Bruning or Ozalid Machine will now make 
faster, easy-to-read copies which don’t permit 


see-through despite the increased translucency. 


Federal and State Tax Forms are offered in 
four styles — Folders, Collated Sets, Single 
Sheets and “Flats.” Our 1957 Price Schedule 
includes: 30 Tax schedules; 40 columnar rul- 
ings from a 2-column to a 32 column sheet. 


All are new! All are on PERMA-LUCENT! 


We design special accounting and business 
forms to your specifications. Please write for 


complete literature and our 1957 Price 


Schedule. 


™“CUPpRESS® 


NATION’S LARGEST PRINTERS 
OF TRANSLUCENT ACCOUNTING {§ 
FORMS, BUSINESS FORMS 3% 





64 WEST 23rd STREET, NEW YORK 10, N. Y. — WA 45730 
BUSINESS FORMS Division Dept. JT-1 
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NEW DEVELOPMENTS IN 


State & local taxation 


EDITED BY JOSEPH PP; STAPCHINSKAS 





Should property be assessed at 


full current value? 


by ERNEST H. JOHNSON 


Few taxing jurisdictions use full value assessments. Values are frequently determined 


for hypothetical “normal times”; arbitrary percentage valuations are common. Mr. 


Johnson, in a speech at the recent NAAO Northeastern Regional Conference, re- 


ported in the Assessors’ News Letter, June, 1957, said forthrightly that current 


full value assessments are the fairest and should be standard. 


I HOPE we may agree that the purpos2 
of assessing property under the gen- 
eral property tax is to assure that the 
overall tax is fairly distributed according 
to the worth of taxable property owned. 
This being so, I suppose the reaction of 
anyone other than assessors would be: 
why this fuss over this subject? How 
can you distribute such taxes fairly ex- 
cept by assessing at current values? 
‘Those are good questions. 

Of 


heard of the business of “‘trending back,” 


course, many laymen have not 
or of “tying to a stable base period,” o# 
whatever other terms assessors use to ex- 
plain the variance between appraisals 
for tax purposes and a determination of 
So, let 


why it is that assessors have not been in 


current worth. us first examine 
the habit of assessing in accordance with 
current values. 

Generally speaking there are two rea- 
sons why value. 


property changes in 


The first has to do with factors which 
affect specific properties, or a relatively 
small group of properties. Under this 
heading would fall such circumstances 
as the construction of a new highway 
or an industrial plant, which have im- 
mediate and often radical effects on all 
surrounding properties. These changes 
are immediate and readily apparent, and 
can and should be recognized by as- 
sessors aS soon as they occur. 

But the second reason why property 
changes in value has to do with a gen- 
eral, and more subtle, change in price 


levels over a period of time. This in- 
crease or decrease in price levels over 
a period of years is much like the growth 
of a living thing; such growth is ordin- 
arily imperceptible at close periods, and 
thus is measured generally only at longer 
periods when an appreciable change has 
occurred. 


Use of current values 


Thus, one familiar with the problem 
appreciates that assessments cannot al- 
ways be made in accordance with cur- 
rent values because, the assessment 
process being as complex as it is, the 
subtle changes that occur, year by year, 
in the general price level cannot readily 
be picked up as they occur, but must 
be summarized at certain intervals. That 
is why one finds in certain taxing juris- 
dictions a provision for reassessments at 
three-, four- or five-year intervals, the 
obvious changes due to construction or 
destruction being recognized year by 
year, but the less obvious changes being 
recognized at less frequent intervals. 

There is another factor influencing 
assessments so that they cannot always 
be made in accordance with current 
values. It is that, at least so far as real 
estate is 


the have 


the 


concerned, 
hold that value to be 
looked for by an assessor is not a fleet- 


courts 
tended to 


ing value but a sound long-term, or 
normal, value. As Professor Buehler has 
put it, “The Courts have interpreted 
the fair market value concept to look 


or may not coincide with the current 
selling prices of property.” 

The result of these factors influencing 
tax appraisals has been that one some. 
times seems to be dealing with values 
that are quite removed from reality. 

In view of all this, why should assess. 
ing at current values be such a burning 
question with assessors. today? In short, 
why are so many, even now, trying to 
follow an outmoded price base or using 
a fraction of full value? 

For a period of years, many taxing 
jurisdictions, if they attempted to make 
a periodic review of assessments at all, 
tied such review to 1938-40 price levels. 
Some years ago this was perhaps natural, 
since on the one hand were the de- 
pression years of 1932-38, and on the 
other hand the war years of 1940-45. If 
you were to take any period within 
reasonably recent years as representing a 
stable economy, 1938-40 seemed to be 
the logical period. But this is rationaliza- 
tion rather than reason. The question 
can be answered less charitably but more 
succinctly in two words: lethargy and 
indecision. Lethargy because it takes real 
effort to make a comprehensive review 
of the tax roll, and indecision because it 
is difficult to make up our minds as to 
what constitutes a stable base period. 
1945 there 
some time a belief that current values 


Subsequent to was for 
were inflationary. As time passed and 
price levels remained constant or in- 
creased rather than dropped, it became 
clear that 1938-40 was no longer a ten- 
able base price period. Now, nearly 20 
years after the base period heretofore 
generally considered representative of 
sound value for tax purposes, it would 
appear that 1955 is a reasonably sound 
base from which to make a new depar- 
ture. This base is, in view of present 
day developments, seemingly stable. 


Objections to trending back 


Now, what are the objections to this 
business of “trending back” today? 

The most important objection is that 
it cannot be done successfully. True, so 
far as buildings are concerned, reason- 
ably reliable factors can be used to de- 
termine the reproduction cost in any 
given period. Possibly, if buildings alone 
were to be considered, not too much 
objection could be raised, though even 
in the case of buildings there are other 
factors to be considered—factors which 
take into account somewhat 


we arbi- 


trarily under the heading of deprecia- 
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tion and obsolescence—but so far as land 
is concerned, there is no reliable factor 
which can be used. We have areas to- 
day where land values are in excess of 
1940 levels, others where land values are 
less than 1940 levels. How do you factor 
that? And so far as personal property is 
concerned, if you have to worry about 
that, the situation is quite impossible. 
How do lumber and gasoline, for ex- 
ample, compare in value today against 
fifteen or twenty years ago? Or how 
about television sets and other items of 
personal property which were unthought 
of twenty years ago? 

trending back 
confusion—and not always in the minds 


Furthermore, creates 
of the taxpayers alone. It is a fine dis- 
tinction, this difference between what a 
given property was worth itself in 1940 
and what we consider its appraisal today 
on the basis of 1940 prices. Small wonder 
that a convincing explanation of the 
process is difhcult to make. 


Assessing at current values 


\t this point it might be well to de- 
fine exactly what I am talking about 
when I speak of assessing at current 
values. This can mean what it says, or 
it can mean assessing “in accordance 
with” current values. In the former case, 
if a property is considered to be worth 
$10,000, it will be valued for tax pur- 
$10,000. In the latter case, it 
at $1,000 


equity will result so long as all other 


poses at 


may be assessed and no in- 


property is assessed at one-tenth of 
actual value. I would say that the cur- 


rent value to be used by assessors should 


be on the conservative side, more in 
accordance with the “bid” than the 
“asked” price. 

If realistic present day values are 


used, and realistic valuations are used— 
by this I mean full appraised value, 
rather than 20% to 50% of worth—there 
are some very important benefits to be 
Realistic 
the taxpayer. This is a point which tax- 


obtained. valuations protect 
payers have long been biissfully ignor- 
ing. So far as review of assessments, or 
appeal, is concerned, the taxpayer whose 
property is valued at 20% of what it 
is worth has a very poor chance of show- 
ing that he is being unjustly treated, 
even though it may be that some other 
taxpayer is being assessed at but 10% 
of what his property is worth. On the 
other hand, if full value on a current 
basis were the practice such a taxpayer 
would enjoy a far better opportunity of 
protecting himself. First, a difference of 


$1,000 in valuation would mean $1,000 
in value, not $5,000 in value. Second, if 
property is worth $5,000 and is valued 
for tax purposes at $6,000, the taxpayer 
presumably would be able to show over- 
valuation. Certainly when his property 
is valued at $1,000 and is worth $5,000 
he is engaged on a difficult task if he 
seeks to prove over-valuation. 
Furthermore,, a combination of real- 


‘istic price base and realistic valuation 


will result in a realistic tax rate. Too 
many people look at only one item in 
the tax picture of a community, and that 
item is tax rate. You and I know that 
tax rate means nothing unless the valua- 
tion practice is also considered. Unfor- 
tunately, particularly 
do not know this. 
and the resulting 


taxpayers, and 
strangers to the area, 
Depressed valuations 
astronomical tax rates are very poor ad- 
vertising. 

The incidental effects of depressed, 
outmoded valuations can be serious. 
When an exemption is limited in dollar 
value by law, a depressed valuation re- 
sults in an inflated exemption. We in 
Maine have an exemption up to $3,500 
in valuation for the property of certain 
veterans. We have had some complaints 
from town officials with respect to the 
loss of valuation because of such exemp- 
tions. It is difficult to sympathize whole- 
heartedly with an official complaining in 
this respect when it is found that his 
town is valuing property for tax pur- 
poses at 20%, of its present-day worth. In 
such a case the assessors actually commit 
the town to an increase in the exemp- 
tions, from a maximum valuation per 
veteran of $3,500 to a maximum valua- 
tion of $17,500. I don’t know what other 
incidental effects there may be in other 
states, but you might be interested in 
just one in Maine—namely, local debt 
limitation. The power of a municipality 
to incur indebtedness is limited by the 
Maine Constitution to 714% of the local 
Where 
depressed by the use of outdated figures, 


valuation. local valuations are 
the result has been to inhibit borrowing 
capacity. Rather than attack the prob- 
lem at its base by revising the valuation 
procedures, the easy way out has been 
debt 
creating so-called districts which have 


to overcome this limitation by 
borrowing capacities of their own. This 
is a subterfuge which would be quite 
unnecessary were more realistic local 
valuations used. 

Of course the major pitfall has prob- 
ably already occurred to you—there is 


the possibility of an abrupt drop in 


= 
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[Ernest H. Johnson is State Tax Assessor 
of the state of Maine.) 


price levels. No one wants to find him- 
self in the position of having ventured 
too far out on a limb. In reality, this 
hazard is not so serious as it might at 
first appear. The changes that throw 
assessments out of proportion are not 
those abrupt drops, which are quite 
likely to affect all types of property in 
more or less the same fashion, but those 
long-term and less perceptible changes 
I have spoken of which affect different 
types of property differently. If we assess 
this year in accordance with current 
values and the bottom should drop out 
of prices within the next 12 months it 
is quite possible that a percentage ad- 
justment across the board would result 
in a valuation for next year better than 
many of us can now hope for on the 
basis of outmoded figures. 

The second pitfall is the fact that 
when they assess at current values as- 
sessors must know what they are doing 
and they must base their assessments on 
facts. Furthermore, it is probable, in 
view of the present sad state of property 
tax assessments in many jurisdictions, 
that assessors may first have to plan a 
comprehensive program of educating the 
public as to what they propose to do and 
why. 

If assessors propose to use current 
value for assessments they are going to 
have to know what they are talking 
about, and they are going to have to 
take the taxpayers into their confidence. 
It may be much easier to defend the 
figures now on many assessment books 
simply because they have no relation to 
arything that exists today, and con- 
sequently the assessor cannot readily be 
pinned down. The figures are such a 
complete mystery to everyone concerned 
that there is no basis for argument. But 
that is hardly a merit. 

When I was discussing merits, I men- 
tioned realistic tax rates. If a realistic 
tax rate is a merit from the point of 
view of public relations, some people 
feel it is a pitfall in that a lower tax rate 
encourages more expenditures, and it 
must be considered because it has ob- 
tained a certain degree of public ac- 
ceptance. We in Maine simply do not 
find this to be true. A review of expendi- 
tures in towns with low rates and those 
with high rates shows absolutely no con- 
level of the 
rate and the degree of increase in ex- 


nection between the tax 


penditures. + 
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Property rented to AF base not freed 
of state ad valorem taxes. IBM equip- 
to and located on an 
IBM 


the Federal Government had accepted 


ment was rented 


air force base. claimed that since 


exclusive jurisdiction over the area as 


granted by the Georgia legislature, 


private property located there was no 


The 


court, however, holds that the legisla- 


longer subject to local taxation. 


ture could not surrender the state’s sov- 


ereignty without express constitutional 


power. The attempt of the legislature 
to cede jurisdiction, the court says, was 


effective only to the extent of allowing 


the United States to own and use the 
land free from state interference by 
taxes or otherwise. The state constitu- 


tion, it rules, prohibited the legislature 
from giving such tax exemption privi 
International Busi 
ness Machine Corp., Sp. Ct., Ga., 5/13 


/. 


leges to individuals 


Ruling on “oil depot’ tax. Tennessee 
imposes a privilege tax on operators of 
oil depots. The tax consists of a set of 
fees graduated according to gallonage 
received and distributed. Certain 
amounts of the taxpayer’s products were 
delivered to customers by automotive 
transports from other oil depots located 
elsewhere in the county without ever 
coming into its own oil depot. The state 
contended that this gallonage should be 
attributed to the taxpayer's depot in de- 
termining its privilege tax liability. The 
court rules that since taxes presumably 
must have been paid on the gallonage 
in question by the oil depots from which 
the shipments originated, it could not 
be made the basis for computing taxes 
owed by the taxpayer. It finds the statu- 
tory provision defining an “oil depot” 
ambiguous but held it the duty of the 
court to construe it so as to avoid double 


taxation. Moto-Pep, Inc., Sp. Ct. Tenn., 


Georgia ruling on statute of limitations. 
A Georgia machinery 
1951, 
glected to pay use taxes on the purchase, 
filed the 


purchase. after 


firm purchased 


from a Florida company in ne- 


and no return for month of 


1954, than 
three years had elapsed, Georgia assessed 


In more 
the firm for taxes, penalties, and in- 
terest on the purchase. In 1951, Georgia’s 
statute of limitations provided that sales 
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and use taxes had to be assessed within 
three years after they became due, but 
in 1953, the law was amended so that 
in the case of a fraudulent return or a 
failure to file a return, a tax could be 
assessed at any time. The state argued 
that the 1953 amendment applied to a 
sale which had taken place less than 
three years prior to its passage. The 
court holds that the amendment had the 
effect of extending the statute of limita- 
tions as to the collection of the use tax 
and the assessment thus was valid. Dixie 
Construction Co. of Georgia, Ga. Ct. 
App., 5/15/57. 

Base Louisiana use tax on depreciated 
value. A 


drilling rig had been used 


by taxpayer for some time in Texas be- 
fore being moved into Louisiana in 
May, 1953. In June of the next year, the 
state assessed the company for use tax 


based on the original cost of the rig plus 


penalties and interest. The company 
conceded its liability for the use tax, 
but contended that the tax should be 


computed on the basis of the original 
cost less depreciation. The assessment 
was based on provisions in the use tax 
law which imposed the tax on the cost 
the 


defined ‘“‘cost 


price” as the actual cost without deduc- 


price of item and 
tion for any related expenses which it 
might include. The court holds that the 
words “cost price” as used in the statute 
are of doubtful or obscure meaning, the 
literal application of which would pro- 
duce an unreasonable result. It points 
out that a rig purchased in used condi- 
tion outside the state would be subject 
to a much smaller tax than a like used 
rig imported by the original owner. 
\lso, imposing the tax without regard 
for depreciation could result in a tax 
which exceeded the actual value of the 


In 


court construes the use tax as designed 


article. support of its ruling, the 
primarily to affect items purchased out- 
side the state for immediate importation. 
S.E.W. Oil Corp., Sp. Ct. La., 5/6/57. 

Alabama sales to U. §S. 
Taxpayer had purchased air condition- 
ing equipment from manufacturers, had 
sold it 


may not tax 


and state instru- 
had _ installed it 


buildings they owned. Recognizing the 


to Federal 


mentalities, and in 
exempt status of proceeds from sales to 
the Federal Government and the state, 


the assessment on this sale was based on 
the definition of a “sale at retail’ which 
includes the sale of building materials 
to contractors and the use of any tang- 
ible personal property by persons pur- 
chasing at wholesale. In denying the 
state’s contentions, the court holds that 
the construed 
building materials and that 


items could not be as 


the com- 
pany could not be taxed on a use basis 
since, by Alabama judicial ruling, the 
consumer was defined as the last person 
to whom property passes in the course 
of ownership, who in this case, it holds, 
was the government agency. The trans- 
the 


actions involved, 


court says, were 
ordinary sales in which the company 
was the seller and the government 


agencies were tax-exempt buyers. The 
Helburn Co., Inc., Cir. Ct. Ala., 4/14/57. 


Alabama court rules on trading stamps. 
The validity of state taxation and local 
of 


stamps was reviewed in two cases. The 


taxation and _ regulation trading 
question before the court in the first 
involved 1956 


\labama statute which imposed license 


case the validity of a 
taxes on the privilege of issuing and 
using trading stamps in counties with a 
population of 400,000 or The 


tax, as imposed on merchants using the 


more. 


stamps, was graduated on the basis of 
the annual gross volume of business in 
each separate establishment 
$250 when volume 
$125,000 $3,500 


volume reached $1.5 million. On 


ranging 
less 


the 


from the was 


than up to when 
firms 
isuing and redeeming stamps to mer- 
chants, the tax was 3% of their gross re- 
ceipts, with a minimum tax of $2,500. 
The 


constitutional as it applied to merchants 


court holds that the law was un- 
but valid as it related to trading stamp 
companies. It construes the former pro- 
vision to constitute a penalty on the 
merchant for conducting his business in 
a certain the 
validity of an exemption in the law for 


way and questioned 


stamps issued for one private brand 
product only. With respect to the 3% 
tax imposed on the company issuing 
the stamps, the court holds this to be 
a reasonably imposed revenue measure. 
In the second case, the court holds in- 
valid a local ordinance which provided 
of $10,000 
nesses issuing trading stamps and of 
$2,500 distributing 
them. In this case, the court holds that 
the amount of the tax was so unusual 


for license taxes on busi- 


on retail outlets 


and extraordinary as to be prohibitory, 
unreasonable and oppressive when ap- 
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plied to a competitive lawful business. 
Hutchinson Co. v. Brown, CA- 
10, Ala., 5/14/57, and Sperry & Hutchin- 
City of Birmingham, CA-10 
14/57. 


Sperry v 


son Co. v. 


la ) 


Tennessee sales tax on labor cost (old 
An 


sales tax law adopted in 1949 provided 


law). amendment to the Tennessee 
that when a manufacturer, producer, or 
contractor installs tangible personal 
property wihch he has manufactured, 
he shall be liable for taxes on the fair 
market value of such property without 
The 
a contractor who made ducts 


iny deductions whatsoever. 


held 


and 


court 
that 
installed them in buildings quali- 
a manufacturer. It construed the 
1949 
in- 


hie d as 


term “fair market value” in the 


amendment to include labor costs 


volved in producing the finished prod- 


uct. The inclusion of labor costs, it said, 


would result in the contractor paying 


the same tax as if the duct had been 


purchased as a finished product. The 


future effect of this ruling has been 
nullified by action taken by the 1957 
session of the Tennessee legislature. 
Effective March 8, the 1957 amendment 


specifically excludes from the provisions 


of the 1949 amendment contractors who 


fabricate. tangible personal property 
which becomes a component part of a 
building and is not sold by them as a 
item. John McDougall 


Ct. Tenn., 3/8/57. 


manufactured 
Co Sp 
Ruling on freezing foodstuffs. lowa’s 
sales tax law provides an exemption for 
purchases used in the processing of 
tangible personal property intended to 
be sold ultimately at retail. The Iowa 
Supreme Court holds that electricity em- 
ployed in the sharp freezing of various 
foodstuffs was used in processing and 
was therefore exempt from sales taxa- 
tion. When used in storing the food- 
stuffs after the freezing process, it was 
The that 


processing was involved in the former 


not exempt. court holds 


instance since the products were sub- 


jected to special treatment which 
changed their condition in preparation 


With 


frigeration, however, the court states the 


for the market. respect to re- 
use of electricity in keeping perishable 
foods did not constitute processing since 
what was done was merely to preserve 
them in substantially the same condi- 
tion. Fischer Artificial Ice & Cold Stor- 
Co., 


age 


Sp. Ct., Iowa, 3/5/57. 


RR’s coal mining subsidiary not re- 


tailer. In Illinois, a subsidiary coal com- 
pany sold coal on a-nonprofit basis. The 
character of these sales had been deter- 
mined in 1917, when the Illinois Public 
Utilities Commission (now the Illinois 
Commerce Commission) approved the 
transfer of the coal company’s proper- 
ties to the railroad company under cer- 
that 
price of coal purchased by the parent 


tain conditions. These were the 
company from the subsidiary could not 
exceed the actual cost of production and 
that the subsidiary company could not 
sell or supply coal to the general com- 
mercial trade. The court holds that the 
state retailers’ occupation (sales) tax 
could not be imposed on the sale of 
coal from the subsidiary to the parent 
company. It rules that the state public 
utilities commission had in effect for- 
bidden the coal company to engage in 
business. On the basis on which it had 
to operate, the court says, the coal com- 
pany could not be construed as a re- 
tailer subject to the state tax. Valier 


Coal Co., Sp. Ct. Ill, 5/23/57. 


Creditor in possession not liable for 
prior sales taxes. A deficiency sales tax 
assessment was made after the firm had 
ceased its operations and had turned 
over its assets to a creditor company to 
cover part of its indebtedness. The de- 
ficiency assessment was made against 
the creditor on the basis that the trans- 
fer was not a voluntary surrender, but 
the 


creditor had succeeded to the business. 


was actually a purchase so that 

The creditor contested the assessment 
saying that it had made no attempt to 
operate the business and that, in fact, 
there had been no business to operate. 
In setting the assessment aside, the 
board held that only an ordinary debtor- 
creditor relationship had existed and 
that no succession to the business was in- 
volved. L. B. Rose Realty Co., Mich. 


BTA, 5/16/57. 


No sales tax exemption for interstate 
airplanes transporting employees. The 
Florida the 
sale of vehicle (the term “vehicle” em- 


sales tax statute exempts 


bracing aircraft) parts used to trans- 
port passengers in interstate commerce. 
However, the sale of aircraft parts to a 
firm engaged in interstate commerce for 
installation not in common carriers but 
in aircraft used to transport employees 
across state lines was subject to Florida’s 
sales tax. In upholding the tax, the 
court construed the clause “to transport 
interstate 


passengers in commerce” to 


319 


State and local taxation « 


refer to a public business of transport 
for value, i.e., a common carrier, and 
not for the purpose for which the air- 
planes were used here. In the same 
case, the court held taxable the use by 
the taxpayer of parts in changing cargo- 
type aircraft into executive type passen- 
ger airplanes for resale. In doing so, 
the court upheld a sales tax regulation 
which provided that since the Florida 
law exempts new and used vehicles and 
aircraft from the tax, materials used in 
rebuilding such property were properly 
taxable. Smith Aircraft Corp., Sp. Ct. 
Fla., 4/24/57. 


Oklahoma court rules on depletion de- 
duction. Oklahoma's 
permits a depletion allowance for oil 


income tax law 
and gas wells of 20% of gross income 
with a provision that such allowance 
shall not exceed 50% of the taxpayer's 
net income from the property computed 
without the allowance for depletion. 
In determining the taxpayer’s allowance 
the tax commission reduced his net in- 
come by Federal and state net income 
taxes. In protesting this procedure, the 
taxpayer cited a statutory provision de- 
fining “adjusted gross income’”’ as gross 
income minus trade and business de- 
ductions from which were specifically 
excluded Federal and state income taxes. 
The court held that the provision rela- 
ting to adjusted gross income had no 
bearing on the problem in the case. It 
construed the statutory definition of net 
income to exclude income tax payments 
held the 


reasonable 


and that in absence of un- 


administration, a taxpayer 
who desires to take advantage of the 
depletion deduction must accept bur- 
dens as well as benefits of this legislative 
act of grace. Daube, Sp. Ct. Okla., 3/12/ 


57. 


No use tax on government contractor. 
According to the findings, the contrac- 
tor, Boeing, bought property but was 
reimbursed for the full purchase price 
and transportation costs under a con- 
tract providing that title should pass 
direct to the United States. The court 
said that under the circumstances the 
United States and not Boeing was the 


“purchaser” within the meaning of the 
Kansas compensating use tax act and 
that the tax could not validly be im- 
posed on the United States. The amount 
in controversy was in excess of $160,- 
000 covering a period of almost four 
years. Boeing Airplane Co., DC Sedg- 
wick Cty, Kan., 5/8/57. 
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N.Y. package bill vetoed; no increase 


in UI tax on seasonal industries 


N™ York STATE has had the unique 
distinction of having the same un- 
employment insurance legislation vetoed 
twice within the space of two months. 
A “package bill” was passed during the 
closing days of the regular session and 
was vetoed by Governor Harriman on 
April 28. A special session was called, 
at which time the same legislation was 
passed and this was again vetoed on 
June 26. 

Probably no proposed legislation in 
recent years has created the editorial 
comment and aroused the controversy 
that this package bill engendered. We 
found and in 
sonal industries opposing the legislation. 


labor management sea- 
Substantial numbers of employers out- 
side of seasonal industries did not like 
it. Others felt that it deserved support. 
This _ bill, the technical 
changes, would have done the follow- 
ing: 

1. Increased unemployment benefits 
from $36 $45 a week. This would 
have given New York State the highest 
straight benefit rate in the country. 

2. Provided that a claimant who has 
worked 15 most recent 
52-week period prior to filing his claim 
will be eligible for benefits if he has 
worked 40 weeks in the 104-week period 
prior to filing his claim. This would 
have enabled the claimant to draw his 
full 26 weeks of benefits. At the present 
time, with 20 weeks 
of employment in the 52-week period 
prior to filing a claim may receive bene- 
fits. This legislation would have, in 
effect, placed the entitlement test on a 
20-week 
period. 

3. Provided that employers could 
combine appeals before the Referee or 
Appeals Board upon the payment of a 
single appeal fee if there were a com- 
mon issue involved. At the present time, 


aside from 


to 


weeks in the 


no one less than 


average basis over a two-year 


each single appeal requires the posting 
by the employer of a $10 fee for a 
Referee’s hearing and a $25 fee for a 
hearing before the Appeals Board. The 
fee is returnable if the decision of the 
lower body is reversed or modified in 
the employer’s favor. New York State 
is the only state having such a require- 
ment. 

4. Provided that benefits would be 
denied during a vacation period where 
the claimant is substantially fully em- 
ployed both prior to and immediately 
after the vacation period, even though 
the vacation payment is considered re- 
muneration for past services as an agreed 
contractual right. 

5. Provided for tax rates above 2.7% 
for those employers whose contributions 
to the fund are less than the benefits 
paid to their terminated employees. The 


maximum rate would be 3.2% 1958 


in 
and 3.5% thereafter. 

6. Provided that all other employers 
with contribution of less than 
2.7%, would have their rates increased 
by 0.2%. 

7. Eliminated, the subsidi- 
ary contribution to which all, except 
newly covered employers, are subject, 
which this year is 0.3% and which is 
expected to be higher in 1958. 

8. Provided for a uniform disqualifi- 


rates 


in effect, 


cation period of six weeks for voluntary 
quits, misconduct and refusal of suitable 
work. Such disqualification period would 
begin from the date of separation of 
employment or refusal of suitable work. 
At the present time, in the case of vol- 
untary quits, disqualification does not 
begin until the date the claim is filed. 
Presently disqualifications 
run for seven weeks and refusal of suit- 
able work disqualifications last for the 
entire period of unemployment. 

The seasonal industries, of course, ob- 
jected to the higher tax rates and were 


misconduct 


able to convince the labor group that 
their should be. supported. 
Other employers felt that the disquali- 
fication provisions should be tightened 
rather than weakened as this bill did. 
Furthermore, others felt that, with the 
higher tax rates, it became absolutely 
necessary that any proposed legislation 
should include a provision for voluntary 


position 


contributions. Also, many employers felt 
that the vacation pay issue should not 
be a part of this package bill since the 
proposed legislation in this area cepre- 
sented a compromise solution which was 
arrived at through conferences of labor 
and management. It was foreseen that 


in some quarters, should the bill be 
vetoed, there would be no remedial 
legislation in the vacation pay area. 


This is actually what happened, and 
during the summer months we saw many 
stories and read many editorials about 
the cases in which employees on vaca- 
tion simultaneously claimed unemploy- 
ment insurance benefits. As mentioned 
in a previous issue, this situation exists 
because the New York Court has held 
that under the 


of some union 


contracts the vacation payment is a vest- 


terms 


ed right for past services and, therefore, 
is not to be considered as disqualifying 
remuneration for the vacation period. 

In any event, a new session of the 
legislature in January, 1958. 
Since this will be an election year, no 
one, at the present time, can foretell 
what action will be taken in the unem- 
ployment insurance field. 


begins 


Six states make changes 
in unemployment tax laws 


THIS MONTH seven states report changes 
in their unemployment compensation 
arrangements. They are: 
Alabama—Beginning with the calendar 
year 1958 a uniform contribution rate 
will be imposed on all employees 
throughout the State of Alabama. The 
rate will be 0.1%. The employee rate 
will no longer be based on his employer's 
unemployment experience. 

When the level of the unemployment 
fund falls below the minimum require- 
ments, all employees will pay contribu- 
tions at the rate of 0.25%. 

Effective 17 the maximum 
weekly benefit amount payable to an 


August 


unemployed Alabama worker was raised 
from $25 to $28. 


Wisconsin—The Wisconsin Employment 
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Security Law was recently amended to 
provide for an $11 minimum weekly un- 
This 


was raised from a $10 weekly minimum. 


employment insurance — benefit. 
\t the same time the law was changed 
to provide for a $16 average base-period 
weekly wage requirement in order to 
obtain the minimum benefit. This was 
raised from a $13 average weekly wage 
requirement. 

Employers now have 


seven days 


(formerly four days) in which to reply 


to the Department of Employment in 
regard to requests for wages and em- 
ployment information. A $5 penalty 
was written into the law to be imposed 
upon employers who fail to file or who 


untimely file information reports where 


the benefit determinations must be 


made on the basis of the claimants’ 


statements, 


Illinois: Currently part-time work per- 
formed by minor students during the 
school year is considered exempt from 
the 
pensation Act. This exemption will be 


contributions under Illinois Com- 


continued throughout the calendar 


year 1957, but services performed by 
such part-time minor students will no 
longer be considered exempt under the 
Act after 1957. 

Effective with respect to weeks ending 
on and after October 1, 1957, the maxi- 
ium weekly benefit amount payable to 
unemployed Illinois workers will be as 
follows: $30, if the individual has no 
non-working spouse and no children; 
$33, if the individual has a non-working 
spouse and no children; $36, if the in- 
dividual has one child; $39, if the in- 
dividual has two children; $42, if the 





dividual has three children; or $45, if 


the individual has four or more child- 


ren 


Prior to the change in the Law the 

benefits ranged from $28 to $40 weekly. 
12, 1957 the 

] 


changed to provide that disqualifying 


Effective July Law was 


income for unemployment insurance 
purposes shall include: 

1. One-half of the amount which a 
claimant is receiving as Federal Old- 
\ge Benefits under the Social Security 
Act 

2. The entire amount which an in- 
dividual is receiving in the form of a 
retirement benefit from an employer 
who bears the cost of all of such benefit. 

3. One-half of the 


an individual is receiving in the form 


amount which 


of a retirement benefit from an em- 
ployer where the employer pays some 


but not all of the cost of such benefit. 


Wisconsin—Unemployed workers in the 
State of Wisconsin may now receive a 
maximum weekly unemployment bene- 
fit amount of $38 in accordance with a 
recent amendment to the Law. Prior to 
this change the maximum weekly bene- 
fit was $36. 

benefit becomes 
to benefit 
minations whose first benefit check is 


This new maximum 


effective with respect deter- 
issued after the month following official 


publication of the amendment. 


Wyoming—It was indicated in 6 JTAX 
318 that the Wyoming Unemployment 
Insurance Law was changed providing 
for an escalator-type computation for 
determining the maximum weekly bene- 
fit 
workers. Such maximum weekly bene- 


amount payable to unemployed 
fit amount, in accordance with the new 
provision of the law, would not be less 


557 


than $10 nor more than A 


of average 
weekly wages of insured workers. 

The Wyoming Commission has deter- 
mined, in accordance with the provisions 
of the new law, that for the period 
July 1, 1957 to June 30, 1958 the max- 
imum weekly benefit was computed as 
$41. 


Kansas—In addition to the changes to 
the Kansas Employment Security Law 
which have heretofore been mentioned, 
a separate bill was approved whereby 


Kansas employers will be allowed to 


$21 


Index of cases °* 


unemployment fund in order that they 
may secure reduced contribution rates. 

The new Law provides that such vol- 
untary payment must be made within 
30 days after the mailing date as re- 
flected on the Annual Experience Rat- 
ing Notice. 


California: The California Unemploy- 

ptoy 
ment Insurance was amended to 
provide that effective with new claims 


Law 


for benefits filed on and after Septem- 
ber 11, the maximum weekly benefit 
amount to unemployed 
worker will be $40. This was raised from 


payable an 
a $33 weekly maximum. 

Currently the Law provides for con- 
tribution rates ranging from 1.0% to 
2.7% when the balance in the unem- 
ployment insurance fund is less than 
7.1% of taxable payrolls throughout the 
State. Effective January 1, 1958 contri- 
bution rates will range from 0.3% to 
21% the the fund is 
below the 7.1% requirement. The rates 
will 


when level in 


ranging from 1.0% to 2.7% con- 
tinue to be in effect when the level in 
the fund equals or exceeds 7.1% of 
payrolls. 

Effective September 11, the disqualifi- 
cation period for claimants who are 
found to have voluntarily left work 
without good cause or to have been dis- 
charged from work for misconduct will 
be a flat 5 weeks. The disqualification 


period ranging from 2 to 5 weeks re- 




















make voluntary contributions into the mains in effect until September 11. 
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